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Accounting News And Trends 


Substandard Auditing and Reporting 


The Michigan Association of CPAs 
has been making an attack on the prob- 
lem of substandard auditing and report- 
ing and the results of the first ten- 
months’ work is reported in THE Micut- 
GAN CERTIFIED PuBLIc ACCOUNTANT 
(May 1958). The campaign began in 
July 1957 when certain policies with 
respect to this problem were approved 
by the Association’s Board of Directors. 
A summary of these policies follows: 

1. Substandard auditing and report- 
ing is a major problem that should be 
openly discussed and remedies should 
be sought, although they might take 
several years to be effective. 

2. The cooperation of bankers should 
be enlisted so that they will report cases 
of substandard auditing to the Associa- 
tion. 

3. The Professional Ethics 
mittee should ferret out cases of sub- 
standard auditing and reporting where 
reports are public as in the case of 
school districts and municipalities. 

1. Enforcement of Rule No. 5 of the 
Michigan Rules of Professional Conduct 
would provide forcefully the incentive 
for participation in a continuing educa- 
tion program by those practitioners who 


Com- 


would otherwise ignore it. 





AccounTING News AND TRENDS is con- 
ducted by CuHarwes L. Savace, C.P.A. 
and member of the New York Bar. He 
is presently serving as chairman of our 
Society's Committee on Members in the 
Field of Education. 

Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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In furtherance of these policies the 
following steps have so far been taken: 


1. In the fall of 1957 the accounting 
conference was devoted entirely to the 
subject of substandard auditing and re. 
porting. Those present were thoroughly 
exposed to the Association’s problem of 
stamping out substandard work. How- 
ever, as is often the case, the practi- 
tioners who most needed to listen were 
not present. 

2. The Accounting and Auditing Pro- 
cedures Committee, through two sub- 
committees, is in the process of survey- 
ing audit reports of school districts and 
municipalities. Flagrantly substandard 
reports will be examined by the entire 
Committee for reference to the Pro- 
fessional Ethics Committee. 

3. Bankers are being encouraged to 
recognize and report on substandard 
audits through distribution to them of 
10 QuEsTIONS AND ANSWERS ABOUT 
Aupit Reports and personal contact by 
representatives of the Association. 

1. Examples of substandard * audit 
reports found in practice are published 
in the Association’s monthly magazine 
and are made the subject of discussion 
at chapter meetings. 

This program is definitely long range 
in character and will require the efforts 
of every member of the Association in 
one way or another before the problem 
is solved. For officers and committee 
members it means a constant policing. 
and for others it means continuous hard 
work in the way of self-improvement 
through continuing education. The 
article concludes with a statement that 
this program may mean expulsion from 
the Association and possibly the loss of 
the CPA certificate for those who fail 
to cooperate. 
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Governmental Agencies and Increasing 
Recognition of CPA Services 


The Montana Highway Commission 
has this year re-adopted the practice of 
requiring Form 59 “Statement of Bid- 
der’s Qualification for Constructing 
Road and Bridge Projects” to be signed 
and certified to by a CPA (THE Mon- 
gana CPA, April 1958). The certificate 
required to be signed is somewhat simi- 
lar to a short-form report. 

This statement is referred to as the 
Prequalification Statement and must be 
submitted at least once a year to the 
State Highway Department. It estab- 
lishes the basis for rating those con- 
tractors who bid for state jobs. Several 
years ago, the requirement to have this 
prequalification statement certified was 
dropped and the reason given was that 
there were not enough CPAs in Mon- 
tana to allow all have 
their statements certified. Apparently 
the growth of the profession has been 


contractors to 


suflicient to remove this difficulty and 
the State of Montana is again demand- 
ing that CPAs be used in preparing this 
important financial statement. 

This is another example of the in- 
creasing recognition being granted the 
accounting profession by governmental 


agencies. 


New Currents in Rules of 
Professional Conduct 


A special report of the Ethics Com- 
mittee of the Louisiana CPA Society 
(THe Louisiana Certiriep Pusiic Ac- 
COUNTANT, January 1958) covered some 
interesting points. The Committee first 
suggested that members review the rules 
of professional ethics periodically. It 
also offered to furnish advice on any 
problems confronting the practitioner, 
not specifically covered in these rules. 
Specific comments were then made on 
certain sections of the rules which ap- 
pear to be causing the most difficulty. 

Two subsections ((b) and (c)) of 
Section 10 were quoted: 
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(b) “No member shall offer to per- 
form any accounting service for a fee 
which in total or per diem, is less than 
that which was received by another 
member, for services rendered within 
the current or previous fiscal year, of 
substantially the same nature and scope, 
unless the member previously engaged 
acknowledges his discharge or retire- 
ment from the engagement. 

(c) “Lack of sufficient knowledge and 
understanding of the work undertaken 
upon which the last fee received was 
based or of the existence of such fee, 
shall not constitute a defense for viola- 
tion of this rule.” 

The Committee pointed out that any 
situation where a client changes ac- 
countants because a reduction in fee 
has been offered, lower the 
standards of the profession. A reduc- 
tion in fees can only mean substandard 
work or a lower economic level for ac- 
countants generally. This is against the 
interests of the public since current 
standards of auditing and_ reporting 
may be improperly applied. 


tends to 


Another section of the Michigan Code 
of Professional Ethics (No. 13) refers 
to those situations in which an account- 
ant has a substantial interest in the 
enterprise being audited. The rule 
states that the member is not permitted 
to express an opinion on the financial 
statements of any enterprise financed in 
whole or in part by public distribution 
of securities. Disclosure of the sub- 
stantial interest is required if the finan- 
cial statements are to be used as a basis 
of credit. To comply with this section, 
the Committee believed that such dis- 
closure must be made in some manner 
in the opinion paragraph of the report. 

Full disclosure is also required if a 
member expresses an opinion on the 
financial statements of any enterprise in 
which he holds an official position such 
as a member of the board of directors. 
This disclosure should also be made in 
the opinion paragraph of the report. 
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The Committee also discussed a mat. 
ter not specifically covered in the by. 
laws. This is the use of descriptive terms 
on the letterheads of members such as 
audits, systems, management consult 
ants and tax service. The Committee 
stated that such terms on letterheads 
should be avoided by members as they 
detract from the dignity of the profes. 
sion, 


Hotel Operating Ratios and Statistics 
Two of the most impressive analyses 
of the operating statistics in connection 
with any industry have again been is- 
sued for the hotels of the country by the 
accounting firms of Harris, Kerr, Fors- 
ter and Company and Horwath & Hor- 
wath. The first booklet, prepared by the 
former, is entitled “Trends in the Hotel 
Business” (gathered from 400 hotels 
and 35 motor hotels) and the second, 
by the latter firm, is entitled “Hotel 
Operations in 1957” (gathered from 100 
hotels). Together they contain nearly 
one-hundred pages of statistical informa- 
tion, charts, and accounting summaries 
and provide invaluable help to those in- 
terested in hotel operations. Some of the 
items of general interest included are: 
1. Gross hotel income continued to 
advance as it has done steadily. since 
1950, with the 1957 total exceeding 1956 
by 2 per cent. Profits from operations, 
however, were generally lower than in 
1956 and the increase in gross income 
resulted from upward rate adjustments. 
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2. Room occupancies in hotels have 
been declining steadily for the past 
eleven years and this decline may be 
traced in large measure to the continu- 
ing expansion of motor hotel facilities. 
In less than ten years, this industry has 
doubled in size and there are now, 
nation wide, over 50,000 units with 
more than 1,000,000 rooms. The impact 
of this growth is greater on the medium- 
size and smaller cities than on the large 
terminal metropolitan areas. This is 
reflected in the trend in occupancy and 
sales volume, which, for hotels in larger 
cities, is consistently higher than the 
average for the industry as a whole. 


3. Beverage sales, in relationship to 
food sales, were lower in 1957 in the 
transient hotels of under 500 rooms, but 
unchanged from 1956 in the larger 
transient and residential hotels. 


4. The food costs per dollar sale in- 
creased in all three groups of hotels, 
probably as the result of a 3 per cent rise 
in wholesale food prices over 1956, but 
the beverage costs per dollar sale of the 
transient hotels were lower than in the 
preceding years. The residential hotels 
had the same median beverage cost per 
dollar sale as in 1956. 


Income Survey of Accounting 
Practices 


The Colorado Society of CPAs has 
published its Research Bulletins Nos. 2 
and 3 (December 1957), entitled “Sur- 
vey of Expenses of Accounting Prac- 
tices” and “Income Survey” respec- 
tively. Some items of interest are pre- 
sented : 


1. In the Denver area, the net income 
of sole proprietors who had no account- 


ing employees averaged 67 per cent of | 


receipts while those having accounting 
employees averaged 44 per cent. 


2. In the Denver area firms with two 
partners averaged a net income of 51 
per cent of receipts while those with 
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three partners or more averaged 38 
per cent. 

3. The annual median number hours 
worked by all groups was approximately 


| 2.200. Approximately 25 per cent re. 





ported that they worked over 2,350 
hours with some indicating 3,000 or 


more. After dividing the income of a 


| particular group surveyed by the total 


hours reported, the following average 
net income per hour resulted: 





Outside 
Denver Denver 
Partners, firms with over 
10 accountants ...... $7.25 $4.56 
Partners, firms with 2 to 
10 accountants ...... 5.54 4.64 
Managers, supervisors and 
ERRCINOIS — ssa os0-54 4: 4.96 5.35 
Sole Proprietors ....... 5.50 5.99 
ey a ee eee 3.06 3.54 


A Faculty Fellowship Program 

The Committee on Education of the 
Pennsylvania Institute of CPAs has an- 
nounced that the faculty fellowship pro- 
gram which was initiated for the first 
time on a state-wide basis last year will 
be continued during the summer of 1958 
(SPOKESMAN, January 1958). The pur- 
pose of this program is to provide a 
clearing house to bring together younger 
faculty members who are interested in 
obtaining practical public accounting 
experience through summer employ: 
ment, and member firms who agree to 
provide such experience. 

In 1957, some eleven accounting firms 
indicated an interest, and five requests 
for placement were received from the 
colleges. Several additional schools in- 
dicated they would be interested for the 
summer of 1958 and the Committee is 
confident that the program this year will 
be considerably expanded. The reports 
from both the faculty members and the 
participating firms have been so en 


| couraging that the Committee describes 


this faculty fellowship program as “one 
of the most important long-range ac- 
tivities which has been undertaken by 
the Institute.” 
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An Adirondack View 


Education is a hot issue—perhaps 
mostly so in July. College years have 
ended in June, summer schools are in 
session, and families with high school 
orads are messing around with college 
entrance details. July is a hot month 
anyway, and this year it is hotter, with 
the Russians pushing us around in tech- 





nical education fields. 

Perhaps we are lucky to get this push; 
perhaps our free enterprise has been too 
free—and easy; perhaps we have given 
too little education to those with high 
capacity and low bank accounts; per- 
haps we have given too much book stuff 
to those with “doing” abilities; perhaps | 
we have educated mechanical men to be 
professional men. 

And so we wonder if our education 
doesn’t make us learn too much—and 
know too little, like the college glee club 


sings: 
z 
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The more you study, the more 
you know; 

The more you know, the more 
you forget; 





The more you forget, the less 


| 

| 

| 

| 

| 
you know; | | 
So why study? | 
The less you study, the less you know; | 
The less you know, the less you | 

forget; 
The less you forget, the more a) 

you know; | | 
So why study? | 
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Letters to the Editor 


Management Advisory Services 


The Meaning of the Term 


Many practicing accountants depre- 
cate the current emphasis on discussions 
of management advisory services, claim- 
ing that for years they have been ren- 
dering these services to their clients, 
but without the fancy title. It is this 
kind of thinking that indicates the need 
for greater education of the profession 
in the field of management. Only those 
who do not understand the full scope 
of this subject would be likely to be 
thinking or making comment along 
these lines. 

Taken as words of general import 
and according to dictionary definition, 
the term “Management Advisory Serv- 
ices” would appear to encompass the 
services rendered by many accountants 
to their clients beyond the limits of 
auditing and financial reporting. How- 
ever, these service extras are really ex- 
tensions of accounting practice and fit 
naturally within the skills and training 
of the practicing accountant. Manage- 
ment services usually rendered by com- 
petent management consultants and the 
advanced techniques understood and ap- 
plied by managers of industry, are the 
composite of the field we refer to as 
management advisory services. They 
require special knowledge and developed 
techniques which may sometimes be as- 
sociated with accounting data and met- 
hods, but which are rooted outside the 
usual basic education and training of 
the accountant. 

Our profession has long felt alarm 
over possible usurpation of some of our 
functions and range of clients’ service 
by management consultants (sometimes 
called industrial engineers or manage- 
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ment engineers). Some of us have un 
favorably compared their practices with 
our standards of ethics and client deal- 
ing, considering too often the poorer 
examples among our competitors as the 
comparative norm. This should not be | 
allowed to obscure the truth that the 
elements of our profession, although 
few in number, who still function prin 
cipally as business scorekeepers have 
much to learn, and those of us who fune- 
tion more constructively rarely have 
sufficient specialized knowledge and de- 
veloped technique to cover competently 
the full spectrum of management service. 


There are probably many other ways 
to classify the elements of this subject 
but to me there appear to be three 
groupings of significance. The first is 
that range of management assistance 
ordinari:y furnished by the unspecial- 
ized accounting practitioner, such as 
generalized financial planning, relations 
with bankers and credit grantors, book- 
keeping systems development and in- 
stallation, analysis and interpretations 
of financial statements, assistance in se- 
lecting accounting personnel, etc. 


The second significant grouping re- 
lates to specialized developments of ac- 
counting technique and clerical met- 
hods not always adequately within the 
capabilities or experience of the general 
accounting practitioner, such as budget- 
ing (flexible, variable as well as fixed) 
and budgetary control methods, cost 
accounting (with emphasis on standard 
costs and extensions thereof in process 
costs) and cost control systems and 
methods, executive and employee com- 
pensation plans, pre-production cost 
determinations and cost estimating, pro- 
duction control systems and procedures, 
product profitability and pricing studies 
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and analyses, electronic data processing, 
general clerical systems for personnel 
recording, sales analysis and inventory 
control. 

The third and most specialized group. 
ing encompasses techniques that are not 
even quasi-accounting, some of which 
could be performed by members of our 
profession if suitably trained and ex. 
perienced but not by virtue of attain. 
ments in our profession. These would 
include traffic management, work mea- 
surement and incentives (including time 
and motion study), plant layouts, mate- 
rials handling methods, plant location 
studies, labor relations and communi- 
cation, job evaluation studies, manufac- 
turing methods and reduction 
through design of jigs, fixtures and 
special tooling, production ratio-delay 
studies, sales programming and devel- 
opment, product component value analy- 
market research, operations re- 
search, and quality control. 


cost 


sis, 


The foregoing enumeration of exam- 
ples within the suggested classifications 
is not intended to be complete, but the 
examples are mentioned to _ illustrate 
my views. These examples and many 
others not specifically listed are subjects 
within the general field of management 
assistance. But when the term “man- 
agement advisory services” is used as 
describing this relatively new and en- 
thralling development looming so large 
in the collective consciousness of our 
profession these days, it is concerned 
principally with subjects within the sec- 
ond and third groupings I have just 
outlined, 

Perhaps there is no need to attempt 
further to classify and reclassify a long 
list of subject titles in order to explain 
the field. It would be more construc 
tive to develop a program to help our 
membership become better qualified in 
management activities. I believe that it 
would be futile at this time for the So- 
ciety to attempt to develop training 
courses in “how-to-do-it” techniques in 
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the management field, but that it would 
be very helpful if an orientation course 
in management subjects were sponsored 
by the Society for its membership but 
actually run by one of the local uni. 
versities. Such a course would be most 
helpful if it were scheduled not more 
than once weekly, in evening sessions, 
so that working practitioners could at- 
tend. The principal aim of such a 
course would be to provide a sufficiently 
complete background in the nature of 
management science and techniques to 
qualify the practicing accountant to 
discuss the possibilities of application 
intelligently with any level of a client’s 
management, but without any implica. 
tion of participation in management 
service projects beyond the technical 
qualifications of the accountant or his 
firm. Once this stage of preparation 
has been completed, an extended pro- 
gram including case studies and tech- 
nical training could be established. 

There is no doubt in my mind that 
once such an educational effort is in- 
itiated, and the contents of an orienta- 
tion course made public, much of the 
lack of understanding concerning the 
meaning of management advisory serv- 
ices would be eliminated. 


Norman J. Exuiorr, CPA 
New York, N. Y. 


A Plan for Simplifying 
Social Security Reports 

In connection with the preparation of 
the quarterly social security returns by 
employers, I wish to offer the following 
suggestion which I believe will cut 
down the amount of time necessary to 
prepare these reports on the part of 
employers, and also considerably re: 
duce the amount of processing time re- 
quired by the Social Security Adminis- 
tration. 

At the present time, it is necessary for 
employers to list the social security 
number, name, and taxable wages of 
each employee for each of the four 
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Box number, when used, is two 


ADDRESS FOR ge Saga a number, The New York Certified Public Accountant, 677 Fifth 


Avenue, New York 22, 


SITUATIONS WANTED 


Immediately Available, 
managers, bookkeepers. 
countants Division, Maxwell 
Agency, 130 West 42nd Street, 
phone LOngacre 4-1740. 
CPA, seeking part-time or per diem work, 
specializes in public utility private or public. 
Box 1432. 

CPA, partner in firm, 35, seeks position lead- 
ing to acquisition of practice or partnership 
interest. Box 1439, 

Accountant-Tax, federal, state and foreign 
taxes, 37, N. Y. CPA, seven years corporation 
tax and five years CPA experience, B.B.A., 
M.S., LL.B. Box 1440 

CPA, part-time, evenings, weekends, Queens 
or N. Y. City, nine years diversified experi- 
ence, automobile. HIckory 5-0629 or Box 
1441. 

CPA, N. Y., age 35, family, 15 years di- 
versified accounting and tax experience, seeks 
position leading to partnership interest, will 
relocate. Box 1447. 

CPA, 30, eight years experience, public and 
government contracts, 444 years with major 
public accounting firm, responsible position 
with future. Box 1449, 

Per diem Work, sought by CPA, N. Y.., 
N. J., AICPA, M.B.A., Society member, 15 


years experience, age 39. Box 1454. 


accountants, 
Bookkeepers & Ac- 
Employment 
N. Y. C., tele- 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk pro- 
vided for interviewing, $6.50 per month, direc- 
tory listing. Modern Business Service, 505 


Fifth Avenue (42nd Street). 
Practice Wanted, substantial terms, know- 
how — eae or retired practi- 


tioner, CPA, N. Y.;.N. J. AICPA, 1, MBA. 
sox 1433. 

Well Equipped CPA Firm, will purchase 
all or part of the practice of overburdened 
or retiring accountants, substantial cash or 
attractive retirement arrangements will be 
offered. Box 1434. 

Get a Fifth Avenue Office, without Fifth 
Avenue overhead, efficient, personalized, low 
cost mail, telephone, desk, specializing in ac- 
countant’s requirements, private office space 
available. 516 Fifth Avenue Telephone Serv- 
ice at 43rd Street, MUrray Hill 2-3383. 


472 When writing to advertiser kindly mention The New York Certified Public Accountant July 





office 


CPA, desires to purchase practice, New York 
City area, honor graduate, excellent tax and 
accounting background, specializes in highest 
type professional service to small and medium 
size accounts, excellent financial terms, re- 
plies held strictly confidential. Box 1435. 
Office Space Wanted, three-man firm wishes 
unfurnished office in suite providing recep- 
tionist and telephone service, 23rd to 40th 
Street, on or near Fifth Avenue. Box 1436, 
CPA, $50,000 gross, Grand Central area, has 
space available for individual and staff with 
like volume, immediate objective, share space 
and facilities, future objective, merger. Box 
1437. 


CPA-Attorney Firm, will purchase all or 
part of practice, substantial cash. Box 1438. 
For Sale, Prentice-Hall American Federal 


Tax Reports, A.F.T.R.’s, Volumes No. 1 to 
38, brand new condition, will accept any rea- 
sonable offer. TRiangle 5-8050. 

Bruning Desk Model For Sale, excellent 
condition, new bulb, best offer over $225. 
MU 7-9250. 

New York and Massachusetts, certified firm 
interested in established practices in eastern 
and northern New York and western Massa- 
chusetts, will purchase or merge, replies held 
in strict confidence. Box 1442. : 

CPA Firm, N. Y. C., having gross fees in 
excess of $200,000 desires continued growth 
and expansion by merger, interested in practi- 
tioner having substantial quality practice in 
predictable fees of $50,000 and up, our firm 
has been successful in spreading top level 
responsibilities and in order to continue our 
program of taking into the firm our bright 
young seniors for perpetuation, must expand, 
this is the answer to sole practitioners in their 
late fifties who contemplate retirement in the 
next five to eight years and are desirous of 
slowing down, having their burdens eased, 
and knowing their practice will be perpetuated 
upon retirement, will also consider purchase 
of your practice, all replies held in strict 
confidence. Box 1443. 

Sabbath Observer, CPA with modest, qual- 
ity practice and top qualifications seeking 
overburdened or retiring practitioner, cash, 
best terms. Box 1444. 

CPA Firm, small, 
erate, manage and assume tax 
practitioner, association or purchase. continuity 
and coverage provided under feasible working 
arrangements. Box 1445. 
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BUSINESS OPPORTUNITIES Private Office, Rockefeller Center, air-con- 
ditioned, attractively furnished, CPA single 
pein ‘ ractitioner will share one room office with 
CPA, 35, AICPA, NYSSCPA, Nassau office, penne CPA. Box 1456. 


$8,000 gross practice, substantial free time, = A x ; 2 
vill service, buy or share interest in Long Growing Firm of CPAs, in practice over 35 


Box 1446. years having main office and two branches 
; ’ located within 100 miles of New York City 
CPA, attorney, age 34, lecturer in taxation, | offers partnership arrangement to a New York 
excellent tax and accounting background, de- City firm grossing at least $100,000 in fees 
sires to purchase practice or partnership inter- | annually, firm is well departmentalized and 
est, good financial terms. Box 1448. has personnel numbering in excess of 100 
| in main office and 20 in branches, partners 
chase individual accounts or small practice. | 4%€, active and well known in_ professional 
sox 1450. societies and in their communities, many mu- 

" . tual advantages would be derived from the 
CPA Firm, New York City, established many | arrangement, for further information please 
years and grossing in excess of $250,000 is | write to Box 1457. 
interested in merger with established firm | = = 
having substantial practice, for purpose of 
spreading top level responsibilities. Box 1451. 
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CPA, desires to enlarge practice, will pur- 
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; =e Investm 
CPA, will share his office and facilities with estment 
individual practitioner, for mutual benefits, 
located Boro Hall, Brooklyn, approximate 
costs below $50.00. Box 1452. 

Practice, individual accounts, or partnership 
interest, wanted by CPA, N. Y., N. J., AICPA, 
age 39, substantial cash available, highest pro- 
fessional references. Box 1453. 

CPA, 29, Society member, excellent back- of i 
ground, desires to enlarge present practice by | 

purchasing small practice, individual accounts, | JUSTIN JACOBS 


or partnership interest, preferably in Nassau Peter P. McDermott & Co 
or Suffolk. Box 1455. . 
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New York 4, N. Y. 
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The Determination of Net Income 


By Ira N. FRISBEE, C.P A: 





In the United States the number of 
investors in large businesses has been 
increasing rapidly. The number of 
stockholders in General Motors Corpo- 
ration, for example, increased 27 per 
cent between January 1, 1955 and June 
1956 to a total of 621,000. General Elec- 
tric Company had a 22 per cent increase 
in the average number of stockholders 
in 1955 as compared with 1954. 


These numerical increases in stock- 
holders do not give the complete pic- 
ture. The number who indirectly are 
the owners of the capital stock has been 
increasing also. Pension funds and 
profit-sharing funds have been estab- 
lished by many corporate employers. 
Health and welfare funds are now com- 
mon in the labor unions and pension 
funds have been introduced in these 
organizations. Some of these savings 
are invested in the capital stocks of 





Ika N. Frispee, C.P.A., is senior part- 
ner in the firm of Ira N. Frisbee & Co. 
in Beverly Hills and Long Beach, Cali- 
jornia. He has served on numerous 
AICPA committees and is a former vice 
president of the Institute. 
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The author suggests that investors and management should be 
interested in economic rather than monetary profit, and urges the 
preparation of financial statements based on adjusted historical cost. 
This article, which is based in part on a paper presented by the 
author at the Seventh International Congress, includes provocative 
comments on variations in foreign reporting practices. 


American corporations. Thus, we find 
that the number of people who have 
reason to be interested in the results 
of such investments is much larger than 
the number of stockholders. A large 
part of these investments is made for 
the primary purpose of accumulating 
wealth to provide future income, rather 
than current income for the partici- 
pants. 


Accompanying the increases in stock- 
holders there has been more extensive 
and more frequent financial reporting 
by the corporate officers, particularly as 
to profits. A considerable number issue 
quarterly statements of income, in addi- 
tion to the annual audited financial 
statements dealing more _ extensively 
with the operations of the year. These 
frequent reports recognize that the chief 
interest of the stockholder is in the 
earnings of the business. How much is 
the profit per share this year or this 
quarter or this month? How much was 
it last year? How much can be expected 
next year? And how much will be paid 
in dividends? 


Nevertheless, business profit is a term 
which is quite indefinite and nebulous. 
Certainly for the intermediate periods 
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in the life of a business it cannot be 
determined with exactness. A carefully 
worded annual statement of income 
might be called a “tentative statement 
of profit.” Only a statement covering 
the entire life of a business can be 
deemed to be accurate in the determina- 
tion of profit. 


Economic Income and Financial 
Reporting 


Such a statement, although accurate 
in the monetary units in which it is 
presented, is not likely to be accurate 
from the standpoint of economic income 
because of changes in economic value 
of those monetary units. For example, 
if a person invests $100,000 in a busi- 
ness and ten years later, upon the wind- 
ing up of the business and without any 
previous withdrawals, receives exactly 
$100,000 as his entire recovery, we may 
say accurately that he has had no mone- 
tary profit or loss. But if the value of 
those dollars has changed in the ten 
years so that they will buy only one-half 
of what they would purchase at the 
beginning of the period, it is obvious 
that there has been an economic loss of 
50,000 of his original dollars, or one- 
half of his investment. We cannot deny 
the occurrence of such a loss even 
though the only factor affecting the 
value of his original $100,000 was the 
changing price level. In fact, in terms 
of current dollars his loss is not $50,000 
but $100,000. Instead of having 200,000 
current dollars from his $100,000 in- 
vestment of ten years ago, he has only 
100,000 current dollars. 

Even if the investor were to receive 
$200,000 in return for his $100,000 in- 
vestment under the circumstances just 
described, would he have any satisfac- 
tion in recovering the same purchasing 
power that he originally invested if he 
has had no spendable income during the 
period of his investment? Certainly the 
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receipt of $200,000 in this case would 
not result in any spendable income. All 
the investor could say is that his capital 
was not dissipated. Is this not some. 
thing he should know during the ten. 
year period when operating results are 
being reported to him in each interim 
period? If dividends had been paid to 
him during the ten-year period as a re. 
sult of accounting methods which failed 
to recognize the decreasing value of the 
dollars, the stockholder would think that 
he was receiving spendable income 
whereas he might only be receiving part 
of his original investment. 


Profit and the Conservation of Capital 


Economic profit also should be ree- 
ognized as important to the corporate 
officials who are responsible for the 
management of business enterprises. It 
is the duty of management executives 
to protect the investment of the stock- 
holders. This requires a measurement 
of the effect of price increases upon the 
capital requirements of the enterprise. 
A comprehensive picture of the financial 
status of a business and of its future 
capital requirements is not necessarily 
obtained by stating assets on the basis 
of historical cost. If a portion of the 
assets are stated at 1939 dollars whereas 
other assets are at 1946 dollars and still 
others are quoted in a mixture of 1956 
and 1957 dollars, the resulting measure- 
ment of the capital requirements may 
be quite misleading. If, in ascertaining 
profit, the expenses are determined by 
recording either the sale or use of assets 
which are stated in out-of-date dollars. 
the resulting “net profit” may not be 
available to the investors. It may be 
partly or entirely needed to replace the 
assets sold or consumed. In other words. 
it may be capital required to continue 
the business—that is, to continue the 
same volume of operations without ex- 
pansion of plant or of inventories. To the 
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The Determination of Net Income 


extent that such a monetary profit is 
required to continue operations which 
are identical with the past operations, 
it is difficult to find any basis for label- 
ling it as “profit.” However, to meas- 
ure the extent of the misnomer, or to 
avoid its creation in the accounts, re- 
quires continuing adjustments within or 
without the books of account. 


European Practices in Recording 

Replacement Values 

At the Sixth International Congress 
on Accounting in 1952 eight papers 
were presented on the subject “Fluctu- 
ating Price Levels in Relation to Ac- 
counts.” Within the limits of the pres- 
ent discussion it is not possible to 
review all of the excellent presentations 
or to summarize all of the points of 
view expressed. Nearly all of the speak- 
ers were in favor of eliminating at least 
part of the effects of fluctuating price 
levels in the ascertainment of profits. 
The methods of accomplishment dif- 
fered. Some favored an adjustment only 
of fixed 
and of depreciation, to be made at peri- 
intervals appreciable 
change in value has occurred. Appar- 
ently the revaluation dates would be in- 


in the historical cost assets. 


odic when an 


frequent. At those dates the plant assets 
would be valued at current prices and for 
a time thereafter, until inflation became 
marked, the resulting expression of de- 
preciation would not differ materially 
from the current level of prices. This 
point of view has been followed in Eng- 
land. For example, the financial state- 
ments of the Imperial Chemical Indus- 
tries, Limited, show that a revaluation 
of physical assets took place as of Janu- 
ary 1, 1950, with the allowance for 
depreciation determined on the revalua- 
tion basis. 

Other participants at the Sixth Inter- 
national Congress supported the thesis 
that replacement values should be re- 
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corded annually upon the books and in 
the financial statements in order to state 
correctly the profits of the enterprise 
and the amount of capital employed. It 
is interesting to note that the replace- 
ment-value theory is being used by im- 
portant companies in the Netherlands. 
The annual reports of N.V. Philips’ 
Gloeilampenfabrieken present the prop- 
erty, plant, and equipment on the basis 
of replacement value less depreciation, 
and the inventories also are shown at 
replacement value. These replacement 
values are determined by means of in- 
dexes measuring the price trends of 
the various assets. An account called 
“revaluation surplus” is credited or 
charged with the changes in the replace- 
ment values. Profits are ascertained by 
calculating depreciation expense on the 
replacement values of the property. 
plant, and equipment, and by using re- 
placement values for raw materials and 
other elements of the cost of sales. 
Replacement values instead of histori- 
cal costs are similarly used by the AI- 
eemene Kunstzijde Unie N.V., a Nether- 
lands corporation, as stated in a prospec- 
tus issued in the United States in 1953 
in connection with its offering of Ameri- 
can shares. This prospectus stated that 
the net income “has been determined 
on the basis of generally acceptable ac- 
counting principles in the Netherlands, 
which principles include, in the deter- 
mination of net income, provision for 
depreciation on the basis of estimated 
replacement value rather than historical 


cost . . . and costing of sales at replace- 


ory 


ment value rather than cost... . 


Adjusted Historical Cost 


One speaker at the Sixth Congress, 
Willard J. Graham of the 
American Accounting Association, pre- 
sented “adjusted historical cost” as the 
preferred basis for the periodic report- 
ing of income and compared this method 


Professor 
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with replacement cost. His paper em- 
bodies the recommendations of the 
American Accounting Association Com- 
mittee on Concepts and Standards Un- 
derlying Corporate Financial Statements 
presented in their “Supplementary State- 
ment No. 2” which was issued August 
1, 1951, and is published in the Ac- 
counting Review for October, 1951. 

Adjusted historical cost is stated to 
he “historical dollar cost adjusted to a 
current dollar basis by the application 
of a broadly accepted index of general 
prices.” Professor Graham further states 
that “net income based on ‘adjusted his- 
torical cost’ is also a clear-cut, definite 
concept . . . the excess of revenue, ex- 
pressed in current dollars, over the in- 
curred cost of the capital (assets and 
services) consumed in producing that 
revenue, expressed in the same sized cur- 
rent dollars.” 

There are several advantages of the 
adjusted historical cost method. One 
is that the primary financial statements, 
as prepared by management and verified 
by independent accountants, can con- 
tinue to reflect historical dollar costs if 
this is desired. The committee of the 
American Accounting Association has so 
recommended. The conversion of the 
conventional financial statements to re- 
flect the changes in the price level is 
accomplished without changes in the 
books of account. The American Ac- 
counting Association has issued two 
publications which explain and illustrate 
the technique to be used in making the 
price-level adjustments. The first of 
these publications is entitled “Case 
Studies of Four Companies,” which was 
prepared under the direction of Profes- 
sor Ralph C. Jones and was published 
in 1955. The other publication is a 
pamphlet on “Basic Concepts and Meth- 
ods” prepared by Professor Perry Ma- 
son and issued in 1956. This latter pam- 
phlet provides a brief explanation of 
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the problem and illustrates the technique 
which was used in the case studies. 

The committee of the American Ac. 
counting Association believes that it is 
essential to full disclosure to adjust all 
of the items on the financial statements 
to the current dollar amounts. By use 
of a general price index, such as the 
Consumers’ Price Index of the US, 
Bureau of Labor Statistics, the various 
items on the income statement and on 
the balance sheet are converted to cur- 
rent dollars. As illustrated by Professor 
Mason in “Basic Concepts and Meth- 
ods,” this procedure of conversion 
starts with the published price index 
numbers which are converted into a 
purchasing power index and the latter 
is expressed decimally with the current 
date as the basis of reference. The re- 
sulting decimals, known as conversion 
factors, can be applied easily to the his- 
torical cost amounts requiring adjust- 
ment. For example, if the price index 
has doubled since the date of acquisition 
of the plant assets, the conversion factor 
will be two and the valuation of the 
plant assets on the adjusted historical 
cost basis will be twice the book amount 
of historical cost. Similarly, if the same 
change in price level has taken place 
since the capital stock was issued, the 
adjusted balance sheet will show the 
capital stock account at twice as many 
dollars as were paid in at the time of 
issue. Bonds or other long-term obliga- 
tions, however, will not be adjusted at 
the balance sheet date because these, 
and the other liabilities to outsiders, 
now might be paid with current dollars. 
Extensive adjustments also are made on 
the income statement. 

Several advantages may be suggested 
for the adjusted historical cost method. 
First, it offers considerable convenience 
and flexibility in ascertaining and re- 
fining the adjustments. Because these 
adjustments ordinarily are not to be 
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placed upon the books, decisions as to 
refinements do not have to be made in 
advance of preparing the conventional 
financial statements. Second, on the 
whole it is probable that the best pur- 
pose is accomplished by basing adjust- 
ments upon an index which measures 
the general level of prices rather than 
on indexes which measure price changes 
in specific commodities or types of com- 
modities. Were the latter type of index 
to be used, the corrections would result 
in the use of replacement costs at the 
current market, which, in the case of 
plant assets particularly, may not be the 
costs when the so-called “replacements” 
occur. Actually, literal replacements sel- 
dom, if ever, happen. Third, by apply- 
ing a general purchasing power index 
to the original historical costs, the re- 
sulting financial statements are still on 
the basis of original cost, although ad- 
justed to current monetary units. The 
principle of original cost still endures. 
The only change is in the measurement 
of original cost, which is done at ap- 
proximately current dollars rather than 
partially at out-of-date dollars. The re- 
sulting profit has been determined on 
the cost principle; current revenues have 
been reduced by the cost of current ex- 
penses, which are all expressed in mone- 
tary units having the same general pur- 
chasing power as those in which the cur- 
rent revenues are stated. 


American Studies 


As yet there has been little, if any, use 
of the adjusted historical cost, or of any 
other method of adjusting for price-level 
changes, among accountants and _busi- 
ness enterprises in the United States. 
One of the four companies, studied by 
Professor Ralph C. Jones! has continued 
the study and has published the ad- 


——— 


justed figures as a supplement to its 
annual statement. One of the other com- 
panies that was included in the studies 
has made subsequent references to the 
variation between the rate of return on 
present-day values and on book values. 

Interest in the effects of the changing 
price levels upon business profit appears 
likely to vary according to the amount 
of inflation currently experienced. The 
problem receives little attention if prices 
are relatively stable or slowly creeping 
upward. Interest is stimulated when 
prices are advancing rapidly, as was 
the case in the United States during the 
six years from 1946 to 1951, inclusive. 
The average annual increase in consu- 
mer prices was 6.4 per cent during this 
period. In contrast, this was followed 
by a period of price stability during the 
four years of 1952-1955, inclusive. 

In 1948 a Study Group on Business 
Income was organized by the American 
Institute of Certified Public Accountants 
for an intensive study of the uses of the 
word “income” and “terms associated 
therewith in accounting and in business, 
economic, and political fields.” Out- 
standing accountants and economists 
comprised the study group, whose re- 
port was published in 1952 under the 
title “Changing Concepts of Business In- 
come.” A majority of the group recog- 
nized the need for accounting statements 
that would be more broadly meaningful 
by measuring profits in units of equal 
purchasing power during periods when 
the value of the monetary unit was not 
stable. The conclusion was expressed 
that methods should be developed to ex- 
pand the framework of accounting to 
recognize the changes in value, but that 
for the present, the primary statements 
of income should continue to be on bases 
now commonly accepted. It was sug- 
gested, however, that corporations 


1“Case Studies of Four Companies,” Ralph Coughenour Jones, American Accounting Asso- 


ciation, 1955. 
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should be encouraged to furnish infor- 
mation to stockholders which will facili- 
tate the determination of income mea- 
sured in units of approximately equal 
purchasing power. The report did not 
indicate the methods to be followed in 
obtaining this information for the stock- 
holders. 

Apparently, as yet the report of the 
Study Group has had little, if any, effect 
upon accounting methods in the United 
States. Nevertheless, we cannot conclude 
that the work of the Study Group and 
of the committee of the American Ac- 
counting Association has not been im- 
portant or beneficial. The research, the 
thinking, the exchange of ideas all have 
resulted in publication of useful mate- 
rials. It may be that the use of the work 
of these pioneering groups will be de- 
layed until another inflationary period is 
upon us. Even at such a time many 
businessmen will be slow to change their 
accounting methods or to interest them- 
selves in supplementary information un- 
less it is useful in reducing their income 
taxes. Among American business execu- 
tives and accountants, the concept of 
profit that receives the chief attention is 
“taxable profit.” 


Lifo and Income Determination 


The importance that income taxes 
have upon our accounting thinking in 
the United States is evidenced by the 
growing use of the Lifo method of ac- 
counting for inventories and cost of 
In 1949 less than twenty per cent 
of the companies surveyed by the re- 
search department of the American In- 
stitute of Certified Public Accountants 
and reported upon in “Accounting 
Trends and Techniques” were using the 
Lifo method. In the ninth edition of 
this survey, it is shown that almost one- 
third of the 600 companies surveyed 


sales. 


were using Lifo in 1954. 
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The Lifo method is generally referred 
to as a cost method. As to the balance 
sheet, it results in an out-of-date cost if 
prices are changing. If prices are rising, 
the cost of unsold merchandise will be 
too low in relation to current dollar valu- 
ations. In periods of declining prices, 
however, inventories will be priced too 
high if these out-of-date cost valuations 
are used. 

The principal justification for Lifo is 
in its effect upon profits, and upon the 
income taxes on these profits. when 
prices are rising. The amounts charged 
to cost of goods sold are for the latest 
purchases and tend to be, or to approxi- 
mate, current replacement costs. Thus, 
the level of prices at which the cost of 
sales is stated is near to the same level 
as that at which the sales are stated, 
particularly if the physical goods sold 
are “replaced” near to the time of the 
sale. 

The inconsistencies of Lifo are fairly 
obvious. In order to use current values 
for the cost of goods sold, the balance 
sheet must use “ancient” values, which 
may either be lower or higher than 
current prices depending upon the 
forces of inflation or deflation. * Also, 
the use of a replacement value in the 
cost of sales depends upon the occur- 
rence of replacement within the account- 
ing period. If specific items are not 
replaced until later, the last-in cost may 
be a prior, out-of-date cost. Further- 
more, the Lifo method is not likely to 
be popular during a period of deflation. 
In fact, under the “cost or market, 
whichever is lower,” method it then will 
usually be replaced by market. 


“e 


Time of Income and Expense 
Recognition 


Turning from the problem of the effect 
of general price changes upon profits, 
we shall now consider questions that 
arise because of dormant risks involved 
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in reporting profit according to annual 
or other periods of time. It should be 
noted that the adoption of a “natural 
business year,” rather than the calendar 
year, may diminish the problems of 
assigning income and expenses to the 
proper accounting period. Also, these 
problems would not require attention 
if the cash basis were acceptable in 
recognizing profits. Actually, the cash 
hasis is used by a considerable number 
of business enterprises, except that de- 
preciation usually is recognized. For 
example, in farming operations, the ac- 
counting is likely to be essentially on 
the cash basis. Among professional peo- 
ple, such as doctors, attorneys and even 
accountants, the recording of income 
sometimes awaits its receipt in cash, 
and the recognition of expenses, except 
depreciation, may occur only when cash 
is paid out. Other businesses that ren- 
der personal services, such as real estate 
agents and insurance brokers, some- 
times use accounting methods that are 
essentially on the cash basis. 

The cash basis is an acceptable basis 
for income tax purposes in the United 
States. This, of course, has encouraged 
its use, particularly where there are 
uncertainties as to the realization of the 
income. For example, farmers seldom 
inventory the growing crops and there- 
fore have no accumulated cost values 
for the unsold harvested crops. This may 
be due partly to the hazards of farm 
prices, and partly to accounting inertia. 
Nevertheless, for financial reporting 
purposes the cash basis is not accept- 
able, because it does not match revenues 
with expenses in the period to which 
they both belong. 

The accrual basis is essential but it 
raises many questions as to the time 
when income is to be included, and 
when the expenses and provisions for 
losses are to be deducted to ascertain 
business profit. Some risks can readily 
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be ascertained and provided for, but 
in other cases accounting options ap- 
pear to exist, although sometimes a 
logical justification may not be evident. 
For example, a complete accrual basis 
would require that profit on installment 
sales be recognized fully at the time 
of the sales with appropriate provision 
for collection risks. Yet there are oc- 
casions when the risks of collection are 
such that all profit is deferred until cost 
has been recovered, while in other in- 
stances each collection may be treated 
as partly a recovery of cost and partly 
a receipt of profit. From a theoretical 
point of view there appears to be no 
difference between sales “on account,” 
without initial or “down” payments and 
without specified dates for installment 
payments, and sales that provide for 
such installment payments. If the sale 
is complete and no service remains un- 
performed, the time for recognizing in- 
come and for recognizing and providing 
for the risks of collection has arrived. 


Provision for the risk of loss on ac- 
counts receivable is a required proced- 
ure but is this true for the risk of obso- 
lescence and supersession of merchan- 
dise? Admittedly, the provision for 
obsolescence is required if it actually 
has occurred, but this is for an accomp- 
lished event. It is not for the risk that 
future obsolescence may occur or be 
discovered. There may be items of mer- 
chandise in stock which gradually are 
being superseded. Ordinarily, obsoles- 
cence or supersession is not a sudden 
occurrence; new products gradually are 
accepted and replace the old. But the 
occurrence of complete obsolescence 
may happen suddenly even though the 
unrecognized event or events responsible 
for it occurred in a prior accounting 
period. It is the risk that such events 
are occurring which is not provided for 
in the usual provisions for obsolescence 
of merchandise. 
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Many manufacturing concerns engage 
continually in research and experimen- 
tal work with the expectation that future 
benefits will result. Because of the un- 
certainty as to the benefits which will 
be obtained and as to the duration of 
these benefits, common practice is to 
choose between two options. Usually it 
is considered practical to charge such 
expenditures to current expense, par- 
ticularly if the company engages con- 
tinuously in experimental and develop- 
ment work. It is generally considered 
to be permissible, however, to capitalize 
these expenses during the course of a 
specific project and to write them off if 
the project is unsuccessful when that 
fact is ascertained. If the project is 
beneficial, the capitalized costs may be 
charged to operations by amortizing 
them on a time basis or according to the 
expected production. It is likely that 
the total time, or sometimes the quantity 
of production, chosen as the basis for 
the annual write-off will be determined 
arbitrarily. In fact, in most cases the 
uncertainties will encourage the method 
of an immediate charge-off to expense. 
But, under either method, the result is 
likely to be an arbitrary, instead of a 
scientific, determination of profit. 


In appraising the losses for which 
provisions are needed in ascertaining 
the profit of one year, changes in the 
business cycle may need to be antici- 
pated if possible. In prosperous “boom” 
periods of production, recognition 
should be given to the possibility of a 
depression or recession in activity. The 
allowance for loss in the collection of 
receivables, for example, will need to be 
larger if collections will extend into a 
period of hard times. The least desir- 
able merchandise may sell in a period 
of great activity when quantities are in- 
adequate, whereas types of items that 
seemed very popular during prosperity 
may be found to have been superseded 
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when merchandise stocks are found to 
be adequate or excessive. 


It is well known that the profits under 
fixed-price contracts for long-term con- 
struction projects are hazardous to esti- 
mate in periods of inflation. Logically, 
the total profit should be apportioned 
over the period of the contract on a 
percentage-of-completion basis, instead 
of being recognized only upon fulfilling 
the contract. But this requires provi- 
sions for increasing costs and for other 
non-calculable risks. Even if no infla- 
tion is occurring during a period of full 
employment and production, work stop- 
pages may be caused by a lack of ma- 
terials or by a shortage of skilled work- 
men. The danger of strikes is greater 
at this time. Theoretically, the risks 
should be recognized and provided for 
but this seldom is possible until the 
arrival of the events causing the losses. 


Economic Profit, Taxable Profit, 
and Accounting Principles 


In the United States, the difficulties 
encountered in reaching only one logi- 
cal result in deciding each problem of 
business profits have resulted in a gen- 
eral recognition of the concept of “gen- 
erally accepted accounting principles” 
in preference to an insistence upon ad- 
herence to economic concepts of profits. 
The principles to be used in ascertain- 
ing profit, according to this doctrine, 
must be generally accepted. It does not 
need to be shown that they are sound 
or even logical in all particulars. 
Merely, they must have found general 
acceptance among accountants and busi- 
nessmen. Sometimes choices or options 
exist as to the generally accepted prin- 
ciples. Often the particular circum- 
stances affect the options, limiting the 
application of the principles. 

These accepted principles are not im- 
mutable. They are not unchangeable 
laws. Rather they are rules that have 
evolved from the thinking of men which 
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have come to be accepted, at least tem- 
porarily. In fact, very important 
changes have occurred; one example is 
in the accepted principles for valuing 
inventories, which were first expanded 
to include “cost or market, whichever 
is lower” and now include “Lifo” as a 
method of costing. 

The principles that receive recogni- 
tion undoubtedly have been influenced 
by economic concepts of profit. The 
need for price level adjustments, for 
instance, is gaining some recognition. 
But another influence, which often sup- 
ersedes the concepts of economic profit, 
is that of “taxable profits.” 

As a practical matter, businessmen 
and corporate investors are justified in 
their interest in taxable profits because 
only about one-half of these profits re- 
main after federal and state income 
taxes. In some respects the divergence 
between economic and taxable profit is 
so great that one can scarcely justify 
the use of the word “profit” in both 
instances. Taxable profits have been 
determined mostly by legislators, al- 
though partly by court interpretations. 
In too many cases the rules prescribed 
by the legislators have resulted from 
propaganda for reductions, exemptions 
and special privileges. In our latest 
Revenue Code, in 1954, a little progress 
was made in changing a few sections to 
conform with generally accepted ac- 
counting principles. Unless taxable 
profit is determined according to these 
accepted accounting principles, it can- 
not be used for reporting the financial 
results, except in income tax returns. 
Too often this limitation is overlooked 
in financial accounting. 

But the taxation of business profit 
which has been ascertained according 
to current concepts of generally ac- 
cepted accounting principles would not 
prevent the partial confiscation of eco- 
nomic wealth. Accepted principles to- 
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day fail to require adjustment for 
changing price levels in periods of 
inflation. For instance, an investor who 
invests $100,000 in capital stock and 
receives $200,000 either upon liquida- 
tion of the corporation or upon sale of 
the stock is taxed on $100,000 as a 
capital gain. It does not matter if the 
liquidation dollars are worth only one- 
half what the invested dollars were 
worth in purchasing power, so that 
there is no economic profit. The mon- 
etary result is the measure of the taxable 
profit. And if dividends are received 
out of monetary profits where in fact no 
economic profit has occurred, these also 
will be partly “confiscated” by income 
taxes which may be as high as 91 per 
cent at present federal rates of tax. 


Summary 

Summarizing, this paper has argued 
that both the corporate investors and the 
management executives who have the 
stewardship of business should be in- 
terested in ascertaining periodically the 
economic profit rather than the mone- 
tary profit. For this, the preparation of 
accounting statements on the basis of 
adjusted historical cost is urged. It is 
believed that this method is more use- 
ful in approximating the economic pro- 
fit than the method of replacement cost. 
Another problem in ascertaining profits 
arises from arbitrary divisions of the 
life of a business into years or other 
periods of time. In determining the 
profit of each period it is probable that 
too little attention has been given to the 
most uncertain of income and expense 
items. Risks that can be calculated must 
be provided for and expense and in- 
come accruals must be made whenever 
dependable estimates are possible. Other 
risks that cannot be calculated far in 
advance of governing events may logi- 
cally await recognition. Although con- 
cepts of economic profit have received 
some attention from accountants and 
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businessmen, currently the ascertain- 
ment of profit in the United States is 
based upon generally accepted account- 
ing principles. Unfortunately, concepts 
of taxable profits do not as yet always 
coincide with either the economic con- 
cepts or the generally accepted account- 
ing principles. 


International Differences in the 
Reporting of Profits 

Ep. Note: The foregoing was origi- 
nally presented as a paper before the 
1957 International Congress of Account- 
ants. The following supplement was 
contributed by the author, at the edi- 
tor’s request, because of the current 
interest in foreign financial reporting 
practices. 

Increasing interest in foreign invest- 
ments, both by corporations and by 
individuals or groups of individuals, 
creates a greater interest in the report- 
ing of profits by companies in countries 
other than the United States. Americans 
have good reason to work toward inter- 
national understanding and agreement 
upon the basic principles to be followed 
in reporting business profits. It is im- 
portant that the word “profit” should 
mean substantially the same thing in 
all countries, or be described with un- 
mistakable clarity, when the investment 
field crosses international boundaries. 

From this international viewpoint, 
however, it is unfortunate that a uni- 
versal concept of basic principles in the 
ascertainment of profit, and even in the 
approach to the determination of basic 
principles, has not developed. The ap- 
proach differs partly, at least, because 
of differences in the authority and em- 
phasis of governmental functions. In 
some countries the regulations promul- 
gated by governmental agencies pre- 
scribe the only rules for determining 
profit. This is particularly likely to be 
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true in those European countries where 
sovernments are socialistic or tend to 
regulate business. Even in central Eu- 
rope, as in Austria and Switzerland, this 
approach to the stating of profits was 
admitted at the International Congress, 
This, of course, is in contrast to the 
situation in the United States where 
generally accepted accounting _ princi: 
ples do not depend upon the edicts of 
governmental agencies. 

A second hurdle obstructing an inter- 
national uniformity in accounting prin- 
ciples exists in the differences in stand- 
ards of reporting financial information 
and in attaining an objectivity which 
is independent of the business execu- 
tives or directors. Businessmen univer- 
sally have become tax conscious, but 
unfortunately in some countries this is 
the paramount factor in reporting prof- 
its. Notwithstanding the attempts of 
governments to regulate, in some coun- 
tries it is probable that “net profit” is 
determined to quite a large extent by 
what management wants to show, and 
therefore by what it wants to hide. We 
should hasten to repeat that this is true 
only in some countries. Nevertheless, in 
many countries over-conservatism has 
not been outlawed as a vice, and the 
providing of reserves for unforeseen 
events appears to be quite acceptable. 
“Secret” reserves were not approved by 
the speakers at the Congress, but the 
need for mentioning the use of such a 
“reserve” by some of them suggests the 
existence of a contrary point of view. 

Even in the United Kingdom until 
nine years ago extreme conservatism 
amounting to understatement apparently 
was considered a virtue. In his paper, 
the speaker from Scotland stated : “Prior 
to the passing of the Companies Act, 
1948, the balance sheet of a U. K. com- 
pany showed a legally ‘true and correct 
view’ of the state of affairs even if the 
fixed assets had been over-depreciated, 
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the stock-in-trade undervalued, and the 
liabilities swollen by provisions for un- 
imaginable contingencies. There was no 
statutory obligation that the profit and 
loss account should be ‘true and correct’ 
and it was not illegal to make undis- 
closed transfers to hidden reserves before 
striking the disclosed profit of the year.” 
That writer also stated that the 1948 Act 
for the first time gave attention to “the 
contents of the profit and loss account 
and somewhat rigid regulations were in- 
cluded, designed to disclose the ‘true and 
fair’ profit of each year ....” Thus, it 
seems fair for us to conclude that greatly 
improved conditions have been obtained 
in Great Britain by the outlawing of 
hidden reserves, but an examination of 
recent financial statements shows that all 
special or general reserves for possible 
contingencies have not been eliminated. 

Inflation has been a difficult problem 
in many countries. Probably the most 
progress in recognizing and providing 
for the effect of inflation has occurred in 
the Netherlands. As mentioned in the 
foregoing article, it is an accepted 
method in the Netherlands to present the 
plant, property and equipment at current 
replacement values, less depreciation, 
and the inventories also at replacement 
value. Profits, therefore, are determined 
by using depreciation on replacement 
values and by charging the cost of sales 
with the replacement cost of materials 
and other production elements. Price 
indexes are used to obtain the current 
replacement values. 

The Netherlanders do not appear to 
favor the capitalization of intangible 
assets. For example, a recent financial re- 
port of the big N. V. Philips’ Gloeilamb- 


enfabrieken shows that research, devel- 
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opment costs and patent expense, as well 
as amounts paid for goodwill, are writ- 
ten off immediately. Securities owned 
are valued at purchase cost or market 
values at the end of the year, whichever 
is lower. Although all of these accepted 
methods do not appear to be allowable 
for income tax purposes, there are in- 
dications that some concessions have 
been made in allowing charges for in- 
flated capital costs. 


In his paper, the author from Bel- 
gium recognized the existence of a 
variety of methods of valuation. He 
proposed to the Congress that it should 
define very clearly the different valua- 
tion methods for raw materials, goods 
in process, finished goods and fixed as- 
sets, and that these several definitions 
should be gathered into a code to which 
accountants should refer in their re- 
ports. Also he recommended _ that 
changes in valuation methods should re- 
ceive particular attention with a disclos- 
ure of the “resulting incidence in fig- 
ures.” The Seventh International Con- 
gress did not act upon his suggestion. 


Certainly the first step toward ade- 
quate international reporting is the rec- 
ognition and revealing of differing meth- 
ods of valuation with a clear statement 
of the effects of changes in methods. 
Although this is an accepted principle 
of reporting in the United States, there 
are many other countries that have not 
achieved this “first” principle. It is to 
be hoped that, by the dates of the Eighth 
International Congress five years hence, 
the accountants in many countries will 
have recognized and adopted the principle 
of full disclosure of the methods used and 
their significance in reporting profits. 
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Foreign Tax Havens 


By Juuian O. PHE-ps, C.P.A. 





In planning foreign operations, the businessman should consider the 
use of a foreign tax haven to reduce or defer income taxes on foreign 


profits. 


This article, which deals comprehensively with the many 


problems involved, discusses the risks which may be incurred and 
presents the principal factors to be considered in the selection of a 


specific base country. 


During the past several years, busi- 
ness publications have been carrying 
more and more information on tax 
havens and tax haven companies. As 
the term is ordinarily used, a tax haven 
is a country with no income tax, or no 
tax on income from foreign sources, or 
only a low income tax. A tax haven 
company is one that is domiciled in a 
tax haven. The much-publicized ad- 
vantage of such companies is the oppor- 
tunity to accumulate foreign profits free 
of United States income tax, thus in- 
creasing (perhaps even doubling) the 
capital available for foreign expansion. 

Interest in tax havens is the natural 
result of the coming together of two 
factors—continued high income taxes in 
the United States on foreign-source in- 
come and the continued interest of 
American businessmen in foreign ex- 





JuLian O. PHELPs, C.P.A., is associated 
with the firm of Lybrand, Ross Bros. & 
Montgomery. Before coming to their 
New York office in 1957, he was tax 
manager in their Chicago office. He has 
contributed numerous articles to tax and 
accounting publications. 
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pansion. As long as these conditions 
exist, the interest in tax havens and tay 
haven companies can be expected to be 
present. 

While this article will be confined 
generally to the tax aspects of these 
companies, that does not mean that 
taxes are the first consideration of their 
prospective owners. The owners will 
be more concerned, first, about the safe- 
ty of their investment, then about the 
possibility of earning profits and only 
then about the taxes to be paid on those 
profits. 

To show the tax problems involved in 
tax havens, a hypothetical proposal will 
be outlined, after which each phase of 
the outline will be discussed in some 
detail. Methods of evaluating the re- 
sults obtainable through tax havens will 
be suggested, and factors to be con- 
sidered in selecting a country will be 
commented upon. 


A Hypothetical Proposal 


Assume that National Manufacturing 
Company, located in New York, has a 
considerable foreign business carried on 
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through direct shipments to export 
customers and also through foreign 


branches and foreign subsidiaries. It 
has plans for expansion of the foreign 
operations which will require large 
amounts of new capital. If possible 
it would like to provide the capital by 
plowing back foreign earnings. 

To carry out its plans, National pro- 
poses to set up a wholly owned foreign 
subsidiary called International Company 
which will be domiciled in Panama, a 
popular tax haven. National would 
transfer to International all its foreign 
business, including the branches and 
subsidiaries, but it would like to carry 
that business on in much the same way 
as at present. It would prefer to have 
no activity in Panama and no records 
there except perhaps some papers in 
the desk of a Panama attorney. It 
would like to sell to International at or 
near factory cost the merchandise or- 
dered by the direct-shipment foreign 
customers, which International 
ship and for which International would 
collect. The cumulative profits from 
the various phases of the foreign busi- 
ness would be accumulated free of 
United States tax and used for further 
In due course, de- 
pending on foreign and domestic re- 
quirements, profits would be brought 
home to National as dividends. “At 
some time in the distant future, it might 
be desirable to liquidate the entire 
foreign enterprise. 


would 


foreign expansion. 


What tax hazards must be faced in 
working out this plan? 


Recognition of Separate 
Taxable Entity 

The first question to be faced is this: 
Will the Internal Revenue Service recog- 
nize International as a separate taxable 
entity, or will the Service insist that 
International’s income be treated as 
income of National? 
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Section 482 (formerly Section 45) 


This section authorizes the Service to 
reallocate income and deductions among 
related corporations, domestic and for- 
eign, when necessary to prevent tax 
evasion. It is interesting to note that 
the report of the Senate Finance Com- 
mittee on the Revenue Act of 1921. the 
first to contain this provision, com- 
mented that the provision was “neces- 
sary to prevent the arbitrary shifting of 
profits among related businesses, partic- 
ularly in the case of subsidiary corpora- 
tions organized as foreign trade 
corporations.” 

An example of the application of 
Section 482 appears in a 1952 case 
(Advance Machinery Exchange, Inc. v. 
Com’r., 196 F. (2d) 1006). Three 
corporations owned by the same stock- 
holders were selling the same kind of 
merchandise from the same office, with 
the same employees, to substantially the 
same customers. The Second Circuit 
approved the taxing of all the income to 
the original and largest corporation on 
the ground that the income in fact had 
been earned by that company. 

Returning to the proposed plan, if 
the income from the direct-shipment 
business is to be recognized as Interna- 
tional’s income, it should be earned by 
International’s own activities. There- 
fore, International should have its own 
management and its own sales force. 


Section 269 (formerly Section 129) 
This section states that, where one 
corporation acquires control of another 
corporation and the principal purpose 
of the acquisition is to avoid Federal 
income taxes by securing the benefit 
of a deduction, credit or other allow- 
ance which the acquiring corporation 
otherwise would not enjoy, then that 
benefit shall be denied. Conceivably, 
Section 269 could be applicable in the 
present situation on the ground that 
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National seeks the “allowance” of an 
exclusion from its income of the profits 
attributed to International. 

New regulations have not been issued, 
but the 1939 Code regulations stated 
that Section 129 was applicable where 
branches were transferred to separate 
domestic subsidiaries to reduce excess 
profits taxes. In Coastal Oil Storage 
Co. v. Com’r. (242 F. (2d) 396), the 
section was used to deny the surtax 
exemption and minimum excess profits 
credit to a newly-formed wholly owned 
subsidiary to which oil storage tanks 
were transferred by the parent. The 
Court pointed out that the separate in- 
corporation resolved itself into little 
more than separate bookkeeping, and 
the tax benefits claimed by the subsidi- 
ary would have accrued solely to the 
parent. Several years ago, the Service 
considered it worthwhile to announce in 
a ruling that Section 129 did not apply 
to the formation of Western Hemisphere 
trade corporations because Congress did 
not intend to take away the tax benefit 
previously granted to such corporations. 
(1.T. 3757, C.B. 1945, 200). 

The extent of the authority of Section 
269 is far from settled. However, until 
its applicability to companies like In- 
ternational is decided, it remains a 
potential threat and should be considered 
in the corporate planning. 


Sham Corporations 

In addition to Sections 482 and 269, 
the Service may have another weapon 
against tax haven companies in the 
general principle relating to sham cor- 
porations. Under this principle the 
courts have upheld the Service in the 
disregard of a corporation which is a 
sham or unreal. The question here is: 
Is a corporation a sham when it is 
carrying on a real business, but in an 
unnatural manner in order to avoid in- 
come tax? An example of unnatural 
manner would be the processing of 
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customers’ orders in an office located 
in a tax haven when, apart from tax 
considerations, handling in a United 
States oflice would be preferred by all 
concerned. As in the case of Section 
269, this may be a nebulous danger but 
still one which cannot be entirely dis- 
regarded. 


Recognition of the Foreign Holding 

Company 

It was anticipated that International, 
in addition to carrying on an export 
business, would also become a holding 
company for existing foreign branches 
and foreign subsidiaries. Transfers of 
such units are subject to special rules, 
discussed later in this article, aimed at 
the taxation of unrealized appreciation 
in the assets transferred. Where these 
rules do not prevent the transfers, it is 
still preferable for the holding company 
to enhance its business purpose by also 
engaging in the active conduct of a 
business. 


Tax Foundation—Weak or Strong 

To summarize, International can be 
built on a weak tax foundation which 
may require change in a few years, or 
it can be built on a more permanent 
base. It is quite conceivable that some 
businessmen will not object to the pos- 
sibility of forced change, on the theory 
that they have little to lose and much 
to gain. Their circumstances may be 
such that there would be little dis- 
turbance of existing customer arrange- 
ments and only minor expense in mak- 
ing a change at some future time. 

On the other hand, a solid tax 
foundation can be essential where long- 
range plans are to be based on Interna: 
tional, and change would be costly. 
That kind of a foundation requires good 
business reasons for the company’s ex- 
istence and operating methods. 

The business reasons which would 
justify a foreign charter for Interna- 
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tional may have a geographical basis. 
Panama, for example, may be centrally 
located with respect to the Latin-Amer- 
ican countries where International 
expects its business to be concentrated. 
A country may be selected because it 
offers suitable manufacturing sites. In 
these cases, a headquarters located in 
the domicile country can be preferable, 
from a business standpoint, to a United 
States headquarters. 

The selection of a certain country for 
a foreign headquarters may serve a busi- 
ness purpose because of advantageous 
treaty arrangements with other coun- 
tries. Such treaties might provide for 
preferential tariff or tax treatment, or 
for the release of foreign exchange. 


Foreign Base Company 

The fulfillment of a long-range plan 
for International commonly requires a 
foreign headquarters. The management 
of International presumably will be lo- 
cated there and its sales force will work 
from there. The headquarters will in 
effect serve National as a foreign base of 
operations and International will have 
become a “foreign base company.” As 
a foreign base company, International 
will have broad purposes, the fulfill- 
ment of which could be substantially 
more important to National than the 
avoidance of taxes. ; 

The current publicity given to tax 
havens may have made a quite worth- 
while contribution to American business 
by drawing the attention of executives 
to the usefulness of a foreign base. 


Allocation of Income 


It was assumed in the original pro- 
posal that International would purchase 
the merchandise for its foreign orders 
from National approximately at factory 
cost. Section 482 again steps into the 
picture with its requirements for a 
reasonable allocation of income among 
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related corporations. In the case of 
Western Hemisphere trade corporations, 
Revenue Agents have given critical scru- 
tiny to the intercompany billing price. 
They can be counted on to be even 
more critical where the allocation con- 
cerns a foreign corporation which would 
pay no United States tax at all. Tax- 
payers have argued strenuously that 
Section 482 is not applicable in this 
area, but up to now this position has 
not been sustained. 

Various methods have been used for 
the allocation. Sometimes it is reason- 
able to so fix the intercompany price 
that each company will make approxi- 
mately the same profit. Sometimes the 
manufacturing company is given a small 
percentage on its factory cost as profit. 
A reasonable solution might be based on 
the relative difficulty of the manufactur- 
ing and selling operation and the rela- 
tive value of the effort expended by each. 
The practice with respect to billings to 
existing subsidiaries often establishes 
a precedent, variations from which will 
require explanation. 


Exemption From U. S. Tax 


The Internal Revenue Code states 
that a foreign corporation will be taxed 
like a domestic corporation if it is 
engaged in trade or business in the 
United States, but only on its income 
from United States sources (Section 
882). Where merchandise is purchased 
in the United States and sold abroad, 
the place of sale is considered to be the 
source of income so there would be no 
United States tax. The taxability of 
International on its profit from the 
export business therefore depends on 
the answer to the question, “Where is 
the sale made?” 

The Service stated, in G.C.M. 25131 
(C.B. 1947-2, 85) that the place of sale 
is where title passes unless the passing 
of title is arranged in a particular man- 
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ner for the primary purpose of tax 
avoidance. Where there is such an 
arrangement, all factors of the transac- 
tion will be considered and the sale will 
be treated as having been consummated 
at the place where the substance of the 
sale occurred. 

In connection with Western Hemi- 
sphere trade corporations the Service has 
refused to rule that income has a 
foreign source if the transactions in 
which it is earned are not negotiated 
from a permanent foreign establishment. 
Since these corporations are taxed at 38 
per cent, it is to be expected that the 
Service will take at least as strong a 
position on foreign corporations which 
pay no United States income tax. 

In U. S. v. Balanovski (236 F. (2d) 
298), the Second Circuit approved the 
passing-of-title test, commenting that it 
coincided with the “economic realities.” 
Both tests had placed the source of 
income in the United States. 

In American Food Products Inc. (28 
T.C. 14), the economic realities gener- 
ally indicated a foreign sale although 
confirmation of orders took place in 
the United States. However, the con- 
trolling factor was passage of title in 
the United States. 

The picture will be fairly complete 
when some court rules on the effect of 
a foreign transfer of title with other 
parts of the transaction taking place in 
the United States. In the meantime, 
cautious taxpayers will prefer to locate 
the entire transaction abroad. 

Such considerations lead to the con- 
clusion that a foreign situs for the 
management and sales force of Interna- 
tional is essential to a strong tax founda- 
tion for that company. In addition, 
arrangements should be made so that 
title to merchandise shipped from the 
United States will pass abroad. 

Some companies have adopted the 
solution of leaving the sale to the cus- 
tomer in the parent company and set- 
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ting up a foreign subsidiary to aet 
as a commission agent. The subsidiary 
employs a sales force working out of 
a foreign headquarters located in a tax 
haven country and is paid a commission 


for its services. In these cases the 
place where title is passed does not 
affect the foreign source of the sub- 


sidiary’s income. 


Exemption From Foreign Taxes 

Presumably the foreign base country 
selected does not impose a tax on in- 
come from the sale of merchandise not 
passing within its borders or, if it does 
impose an income tax, the rate will be 
nominal. Some countries, notably Pan- 
ama, have created “free zones.” the 
passage of merchandise through which 
either creates no income tax liability or 
results in income taxed at a low prefer- 
ential rate. 

If International has a branch office in 
the country to which the merchandise 
is shipped, it seems likely that there 
will be income tax liability in that 
country. What will be the situation if 
International’s only representation con- 
sists of salesmen residing there or travel- 


ling through it? Will the passing of 
title in that country with respect to 
merchandise shipped from _ foreign 


sources lead to income tax there? If 
necessary, it may be possible to arrange 
for the passing of title, on shipments to 
that country, at the headquarters in 
the foreign base country. 

The engaging of counsel with experi- 
ence in the base country is necessary to 
supply detailed information on laws 
and regulations there; perhaps even 
more important will be his guidance in 
dealing with a legal and administrative 
philosophy that does not fit into our 
accustomed standards. Where there are 
substantial questions relating to the 
country of destination, it will also be 
necessary to consult with counsel with 
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experience there. Sometimes the best 
advice available will be to the effect that 
the present policy of the government 
does not result in tax in these situations 
and there is no indication of a change 


in policy. 


Transfer of Foreign Branches 
and Subsidiaries 

Ordinarily, property may be trans- 
ferred tax-free to a domestic corpora- 
tion in exchange for stock. Where the 
transfer is to a foreign corporation, 
Section 367 states that gain will be 
recognized unless the Service is satisfied 
in advance that the transfer is not 
pursuant to a plan having tax avoidance 
as one of the principal purposes. Section 
1491 states that where stock or securities 
are transferred under such a plan to a 
foreign corporation, as paid-in surplus 
or as a contribution to capital, an excise 
tax will be imposed at the rate of 2714 
per cent on the unrealized appreciation 
in the items transferred. 

The Service will grant exemption to 
transfers of operating assets to a foreign 
subsidiary where there is a real business 
purpose. However, where capital stock 
of another foreign subsidiary is the 
subject of the transfer, the Service is 
understood to be taking a strict position 
with respect to the application of Sec- 
tions 367 and 1491. It appears that 
such transfers will be approved as 
tax-free only where the subsidiary’s tax 
rate was close to the United States rate 
or where it has paid out substantially 
all its income in dividends. In these 
cases, substantial unrealized apprecia- 
tion in the underlying assets apparently 
will not prevent a tax-free transfer. 

Where there is a choice between pay- 
ing the tax under Section 367 or under 
Section 1491, the former is distinctly 
preferable. in the first place, the capi- 
tal gain tax at 25 per cent is less than 
the 2714 per cent excise tax. In addi- 


1958 


tion, the full amount of gain taxed would 
be added to the basis of the subsidiary 
stock in the hands of the parent; under 
Section 1491, the basis would be in- 
creased, at most, by the amount of tax. 

The imposition of taxes on transfers 
where appreciation has occurred em- 
phasizes the desirability of advance 
planning. 


Foreign Personal Holding 
Company Provisions 

It has been assumed that the cumula- 
tive profits of International will be 
invested in foreign properties and per- 
haps in existing or additional foreign 
subsidiaries. International may also 
come to own existing subsidiaries of 
National. As the result of this owner- 
ship, International will receive divi- 
dends and perhaps other income from 
its subsidiaries in the form of royalties, 
interest, etc. 

At this point, and preferably long 
before, it will become necessary to give 
careful attention to the foreign personal 
holding company provisions. Interna- 
tional will be a foreign personal holding 
company if it passes two tests—one with 
respect to stock ownership, and the 
other concerned with income. The 
ownership test will be passed if more 
than 50 per cent of its stock is owned 
directly or indirectly by or for not 
more than five individuals, taking into 
account for this purpose stock owned by 
members of the family of each in- 
dividual and by partners of the in- 
dividual. As a subsidiary corporation, 
the individual stockholdings in the 
parent company would be looked to in 
this respect. The income test will be 
passed if at least 60 per cent (50 per 
cent after the company has once quali- 
fied) of its gross income consists of 
dividends, royalties, interest, capital 
gains on stocks and _ securities, and 
certain other items. 
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Where a company qualifies as a for- 
eign personal holding company, its net 
income will be taxed currently to its 
United States stockholders. This would 
completely destroy the tax advantage 
ordinarily expected from a foreign base 
company. 


Liquidation 

A wholly owned domestic subsidiary 
may be liquidated tax-free. Where the 
subsidiary is a foreign corporation, 
Section 367 requires taxation of any 
gain on liquidation unless it is estab- 
lished in advance that liquidation is not 
pursuant to a plan having tax avoidance 
as one of its principal purposes. It ap- 
pears that the stockholder will be given 
a choice between paying (a) the capital 
gain tax, or (b) a tax at ordinary rates 
on the accumulated earnings with allow- 
ance for the foreign tax credit. Where 
substantial foreign taxes have been paid 
or where there is substantial unrealized 
appreciation in the property of the 
foreign corporation, the latter course 
may be preferable. 

There is no indication that the Service 
will make exceptions to these rules 
merely because International is threat- 
ened with expropriation in its foreign 
base country or because other 
unforeseen factor has developed which 


some 


makes domicile there no longer desir- 
able. The tax cost of changing from one 
to another under these 
is an added 


base country 


circumstances reason for 


care in the original selection. 


Direct Ownership vs. Foreign 
Base Company 

Tax Comparison 

In some situations. from the tax stand- 
point alone, direct ownership of foreign 
subsidiaries by National may be prefer- 
able to ownership by International. The 
decision as to which course to follow 
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should be based on a forecast, as com- 
plete as is feasible, of the future develop. 
ment of International. the locations jn 
which it may do business, the profits 
which may be earned, and the timing 
and the amount of dividends. 


The plans for International contem- 
plate that it will have interests in coun. 
tries other than Panama. Information 
should be gathered on the tax rates in 
those countries, including any indica- 
tions of future trends in rates. Where 
only low taxes are paid, International’: 
advantage of tax-free accumulation is 
most evident. Where the tax rates are 
higher than the United States rate so 
that our foreign tax credit does not 
give full recoupment, as in some Asiatic 
countries, the averaging of income from 
such countries with income from low- 
tax countries through the foreign base 
company may reduce the “wastage” of 
foreign tax payments in the computation 
of National’s foreign tax credit. 

In countries where tax rates are 
approximately the same as those of the 
United States, the effect of the foreign 
tax credit is to eliminate United States 
tax on dividends received here. With 
respect to business in these countries, 
the foreign base company may offer no 
advantage over direct ownership of for- 
eign subsidiaries. 

Where the foreign tax rate is in the 
range from 17 per cent to 35 per cent, 
and the foreign operation is conducted 
through a foreign subsidiary, the opera- 
tion of the foreign tax credit gives a 
combined foreign and federal rate of 
approximately 46 per cent despite the 
United States rate of 52 per cent. In 
some cases an understanding of this 
fact might outweigh any advantage 
offered by the foreign base company. 


Tax Treaties 


A comparison should always be made 
of (a) tax treaties between the United 
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States and countries where business will 


be done, with (b) treaties between 
those countries and the foreign base 
country. Most of the popular foreign 
base countries have relatively few trea- 
ties. On the other hand, the United 
States has treaties with the principal 
commercial countries in Europe and 
additional treaties are in preparation 
with important countries in Latin 
America. 

These treaties often give preferential 
withholding tax rates on dividends. In 
Canada. for example, the 15 per cent 
withholding tax is reduced to 5 per cent 
for dividends paid to a United States 
parent company. 

Treaties also frequently give favor- 
able tax treatment to royalty payments 
to a foreign parent. However, the bene- 
ficiary in such cases may be only the 
United States Treasury, which receives 
the tax instead of some foreign govern- 
ment. 

A treaty may provide that a corpora- 
tion resident in one of the participating 
countries will not be taxed in the other 
if it has no permanent establishment 
there. It is important to note that under 
some treaties mere domicile in a coun- 
try, as opposed to real activity there, 
may not entitle a corporation to the 
treaty benefits. 


Future Legislation 

A discussion of foreign tax havens 
would not be complete without mention 
of the possibility of United States tax 
relief for income from foreign sources. 
A number of proposals for legislation 
in this area were discussed last winter 
at Congressional hearings on the Inter- 
nal Revenue Code. 

One proposal which is attracting con- 
siderable attention would give exemp- 
tion to “foreign business corporations.” 
These would be domestic corporations 


recelving their income from foreign 
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sources, which income would not be 
taxed until made available for use in 
the United States. The proposal resem- 
bles the “overseas trade corporation” 
provisions adopted by the United King- 
dom in 1957. If enacted, and depending 
on the form taken, it could destroy 
much of the attractiveness of foreign 
tax havens to United States businessmen. 


Safety of Investment 


A discussion of the hazards inherent 
generally in foreign investment is not 
within the scope of this article. How- 
ever, attention should be called to the 
possibility that use of a foreign base 
company may introduce additional risks. 

Where operating subsidiaries in for- 
eign countries are owned directly by the 
United States parent, the adoption of a 
policy of expropriation by any one coun- 
try should affect only the subsidiary in 
that country. But if that country should 
happen to be a foreign base country, to 
what extent are properties of the foreign 
base company in other countries jeopar- 
dized? 

Again, assume that our United States 
parent company, National Manufactur- 
ing Company, holds directly the stock of 
a Colombian operating company. If 
Colombia should threaten the seizure of 
foreign-owned corporations, presumably 
our State Department would take some 
steps to protect the rights of a United 
States stockholder. Now, assume that 
the Colombia property was owned by 
International, our Panamanian base 
company. Would the United States be 
inclined to assist its citizens who had 
deliberately chosen the benefits offered 
by a Panamanian charter? Would it 
have any right to intervene? What 
assistance would be forthcoming from 
the Panamanian government? 

It may be that these risks exist in 
theory only. In any event many well- 
managed concerns have set up foreign 
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base companies, with results which so 
far appear to be generally satisfactory. 


Selection of the Foreign 
Base Country 


General Factors 

Some of the principal factors for con- 
sideration before selection of a base 
country are: 

1. The geographical convenience of 
the country to markets and manufac- 
turing locations, within or without its 
own borders. 

2. The political and economic atmo- 
sphere of the country. This is a matter 
of judgment; decision should be made 
only after careful investigation of all 
pertinent facts, including the apparent 
honesty and efficiency of its govern- 
ment. 

3. Corporation laws of the country. 
These should be investigated by legal 
counsel. 

4. Foreign exchange controls. Some 
countries control all exchange. Others 
do not restrict transfers of capital and 
dividends, or capital and dividends de- 
rived from other countries. Current in- 
formation is available from the foreign 
departments of the larger banks. 

5. The existence and terms of trea- 
ties in effect with the United States and 
with other countries in which business 
may be done, including not only tax 
treaties but other treaties which may 
affect the carrying on of business. 

6. Taxes levied by the base country, 
other than income taxes. 

7. Attitude of the base country 
toward establishment of base companies 
by United States corporations. From 
country to country, this may vary from 
a warm welcome to a neutral lack of 
interest or to real hostility. 


Extent of Income Tax Exemption 
A few of the countries currently being 
suggested for consideration as foreign 
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base companies have no income tax at 
all. In most cases, however, the nomina- 
tion is the result of some exclusion from 
an existing tax. 

Where there is a tax law, the exclu. 
sion from tax should be subjected to 
the following analysis: 


1. Basis of exclusion: 

(a) Basic legal philosophy of the 
country ? 

(b) Legislative or administrative 
action? 

(c) Treaty rights? 

2. Extent of exclusion: 

(a) Applies to income from mer- 
chandise transactions? 

(i) Effect of movement of 
merchandise through 
country ? 

(ii) Effect of management 
and other activities 
within country ? 

(b) Applies to income from in- 
vestment only? 

Where advantageous tax treatment is 
based on an administrative ruling which 
could be reversed overnight, that coun- 
try may be a poor risk for base country 
purposes. 


Typical Foreign Base Countries 

Of the many countries which theoreti- 
cally offer some advantage to foreign 
base companies from a tax standpoint, 
the few included in the list below seem 
to have aroused the most attention in 
recent years. A close examination of 
current conditions may indicate trends 
affecting the relative desirability of the 
countries named and of others not 
named. 

Bahamas: No income tax. Used as 
headquarters for foreign operations. 

Bermuda: No 
selective as to types of activity per- 
mitted, to prevent disturbance of tourist 
business. 


income tax. Very 
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Canada: Exemption granted to “for- 
eign business corporations,” which are 
defined by statute and required to locate 
their property and outside 
Canada. Relatively little use has been 
made of this provision. Canada also 
permits the tax-free receipt of dividends 
from foreign subsidiaries in other coun- 
tries by a Canadian corporation which 
owns 25 per cent or more of the stock 


business 


of the paying corporation. 
Liberia: No tax on income from for- 
Relatively inaccessible. 


Par- 


eign sources. 
Welcomes tax haven companies. 
ticularly popular with shipowners. 

Liechtenstein: Used principally as a 
statutory office for holding companies, 
on which no income tax is imposed. 
A very small country with little room 
for new industry or immigrants. 

Netherlands Antilles: Nominal tax 
rate for holding companies. United 
States-Netherlands tax treaty applies to 
these islands. 

Panama: No tax on foreign-source 
income. Welcomes tax haven companies 
and is the most popular of the tax 
haven Used by a _ wide 
variety of businesses, including ship- 
ping, manufacturing (particularly phar- 
maceuticals), construction, and holding 
companies. Strong United States in- 
fluence. Record of stable government. 
Duty-free port for transhipment of mer- 
chandise. Good transportation. 


countries. 


Switzerland: Income taxes can be 
substantially reduced, if not eliminated, 
where income is from foreign sources. 
Used by holding companies and as 
headquarters for licensing and merchan- 
dising companies. Tax treaties with 
United States, France, United Kingdom 
and other countries. 

United Kingdom: Exemption granted 
in 1957 to “overseas trade 
tions” which comply with the statutory 
requirements. Income tax of such com- 
panies is payable only on profits dis- 


corpora- 
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Foreign Tax Havens 


tributed as dividends but is recoverable 


by nonresident stockholders. United 
States interests appear to have made 
relatively little use so far of “overseas 
trade corporations.” 

Venezuela: No tax on foreign-source 
income and relatively low tax rates for 
domestic income. Generally flourishing 
economy provides substantial _ local 
market. Popularity may have been 
affected by recent political disturbances. 

The above list does not include the 
many countries or areas which grant 
tax reductions or exemptions as an 
attraction to new industry. Puerto Rico 
is an outstanding example; also South- 
ern Italy. 

Frequently, a company incorporated 
in one tax haven country will maintain 
an office, which may be the _ head- 
quarters office, in a different tax haven 
country. The reason may be conveni- 
ence of location, better protection of 
assets, rules for conversion of foreign 
exchange, etc. If the result is to affect 
residence in the country of incorpora- 
tion, benefits of a United States treaty 
with that country may be lost if they 
depend on residence. 


Summary 


Because the widespread use of for- 
eign tax havens is a recent develop- 
ment, the limits on that use and its 
benefits have not been marked out 
clearly by Congress, the Treasury or 
the courts. It is therefore necessary to 
rely on time-honored general principles 
of taxation and tax planning, the effect 
of which can be summarized as follows: 


1. With respect to companies which 
have a substantial business purpose for 
a particular arrangement of foreign 
business activities, the courts can be 
expected to protect any resulting sav- 
ing or deferment of taxes. Ordinarily 
the substantial business purpose will 
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Foreign Tax Havens 


require the active conduct of business 
through employees permanently located 
outside the United States. If Congress 
should enact legislation to terminate the 
tax benefits, such companies will prob- 
ably be permitted to make a tax-free 
rearrangement of their affairs. 

2. When an arrangement is adopted 


falls which a foreign base company may 
encounter, at the outset and throughout 
its life. In some cases investigation may 
indicate that direct ownership of for- 
eign properties by the United States 
parent company is preferable to owner. 
ship through a foreign base company 
The possibility of United States legisla. 


solely to realize certain tax benefits and tion which will give comparable benefits By 
is otherwise not advantageous, those re- to domestic corporations should be kept " 
sponsible should estimate carefully the in mind. bay 
cost of failure to achieve this purpose. In appropriate circumstances the tax i 
A course of action should be available advantages offered by the foreign base I 
if continuation in the original form company will facilitate foreign expan- t 
should become undesirable. sion and provide some offset against ‘ 
Careful investigation and planning the risks commonly present in foreign t 
will be required to avoid the many pit- operations. | 
What Is An Audit? 

What is the function of the auditor? In the first place the auditor 
is not and should never be regarded as an insurer against fraud and defal- 
cation. In the case of companies he derives his duties and responsibilities ten 
from the Companies Act, which requires him to report to the shareholders cle: 
whether he is satisfied that the accounts represent a true and fair view of son 
the accounts of a company, and of the results of trading for the year. This pro 
safeguard for shareholders is of infinitely greater value than any guarantee atte 

against petty internal frauds. Major frauds become difficult if not im- 
possible of successful perpetration with an efficient audit—minor frauds 
sometimes escape in the same manner as small fish swim through the live 
fisherman’s net. ind 
It is of course true that in the course of his examination of the , acc 
accounts the auditor is in a good position to discover defalcations, and it be. 
is equally true that in most cases it is the auditor whose investigations for 
bring fraud to light. But it is quite unreasonable that statutory auditors 1 
should be blamed for not preventing or discovering frauds by a member sub 
of a client’s staff. It is so easy to be wise after the event, so natural for seni 
the client to be angered at loss by fraud, so human to blame the auditor. of 1 
So human—yet so unjust to the auditor. new 
In any case the best insurance against fraud is not a continuous dies 

detailed audit of every transaction (at a cost which could only prove pro- 
hibitive)—the key lies in sound internal control, which is the responsibility ia 
of management. It is management which has the duty of safeguarding Ken 
the shareholders’ funds and of ensuring their most effective use—lax in- ner | 
ternal control and undue reliance on the auditor is an unjustified departure & § 
from the standards which shareholders have the right to expect of their Yor! 
fiduciary representatives. To impose on the statutory auditor the role of Acec 
insurer would represent an onerous and intolerable burden on the indi troll 
vidual auditor and the accountancy profession—a burden which would be on 
entirely at variance with the spirit and letter of company legislation. Revi 
An Editorial, “What Is An Audit?” the 
THe Accountants’ JournaL [New cous 

Zealand], April 195% 
as July 1958 
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Accounting 


By Kennet P. Maces, C.P.A. 


. Item Profitability in Merchandise 


Merchandise Management Accounting as heretofore publicized 
by the Controllers’ Congress is a technique to guide department 
store buyers in the pricing of merchandise. This article endorses 
the philosophy but suggests some modifications in its use. 


Within the past year, considerable at- 
tention has been directed in retail cir- 
cles toward what has been labeled by 
some as a or revolutionary ap- 
proach to retail accounting, namely, the 
attempt to determine, prior to actual 
purchase, the direct cost (including de- 
livery to the customer) to the store of 
individual items. This approach is not 
accounting as such, but is intended to 
be a tool to assist the buyer in buying 
for profit. 

The rather intensive interest in this 


new 


subject is refreshing because it repre- 
sents a constructive attitude on the part 
of retailing in view of its concern over 
new forms of competition, namely, the 
discounter and the supermarket. On the 





KennetH P. Maces, C.P.A., is a part- 
ner in the firm of Touche, Niven, Bailey 
& Smart. He is a member of the New 
York State Society of Certified Public 
Accountants and the Metropolitan Con- 
trollers’ Association. Mr. Mages served 
on the Controllers’ Congress Standard 
Revisions Committee which prepared 
the Stanparpv Expense CENTER Ac- 
COUNTING MANUAL. 
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other hand, much of the publicity given 
to item costing or item profitability 
(called merchandise management ac- 
counting by the Controllers’ Congress), 
affords the impression that retailers 
have not heretofore been alert to the 
pricing of items in relation to cost. 
While formal pricing techniques may 
have been limited largely to percentage 
pricing by buyers and merchandise man- 
agers because of the use of required 
markup percentages and required gross 
margin percentages at the departmental 
level, many retailers have informally 
made use of item costing in pricing 
their merchandise. 

Undoubtedly a good portion of per- 
centage pricing above invoice cost arose 
not because of deficiencies in the retail 
inventory method, but because of a 
philosophy of store management. This 
philosophy provided that the merchan- 
dise division and its buyers were to 
supply gross income (dollar sales with 
a required percentage of gross margin), 
and the operating people would be re- 
sponsible for operating expenses. Even 
this operating philosophy did not pre- 
vent stores from readily recognizing the 
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importance of dollar margin 
because the post-war movement of re- 
tailing to a high plateau of volume (both 
physical and dollar), along with a re- 
sistance toward higher prices because 
of competition from all forms of re- 
tailers, resulted in many departmental 
failures to reach the required gross mar- 
gin percentages, but yet with higher- 
than-planned gross margin dollars. Most 
stores accepted this situation by paying 
higher bonuses in spite of failure to 
achieve the required percentage figures 
as initially planned. Some stores, a 
number of years revised their 
buyer agreements to provide for a de- 
creasing rate to be applied to “plus” 
sales which were made at somewhat re- 
duced gross margin percentages. The 
purpose of these revised arrangements 
was to encourage buyers to go after 
more gross margin dollars, and not to 
be tied solely to percentage relation- 


2Toss 
z 


ago, 


ships. 


Causative Factors 

In a small way just prior to World 
War II, and significantly thereafter, 
there arose a retailer, the so-called dis- 
counter, whose method of operating was 
to sell at off-list prices from catalogues 
and limited inventories. He provided 
little or no free service. While we can- 
not minimize his drive and aggressive- 
ness, it probably cannot be denied that 
his success was largely due to (1) the 
existence of established retail prices on 
nationally advertised merchandise which 
he could cut, and (2) an over-produc- 
tion of such merchandise which jobbers 
and distributors were willing to release 
to this so-called unorthodox retailer. 
The failure or inability of manufac- 
turers to police their price maintenance 
programs worked to the detriment of 
the stores which, for many years, held 
to the established retail prices. 

The discount house had a simple op- 
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eration and maintained simple records, 
It was dominated in each case by one 
or two strong individuals who had jp. 
timate knowledge of both buying and 
selling and who priced their merchan- 
dise not by use of percentages, but with 
dollars and cents above a pretty good 


idea of total costs. These men, there. 
fore, placed a far greater emphasis at 
the outset upon unit profitability than 
the typical department store because 
(1) their very newness meant that they 
did not have to overcome the older 
management philosophy described above 
which had so long served the depart- 
ment stores in good stead, and (2) 
they dealt only in hard goods where 
the incidence of many operating costs 
(receiving, warehousing, selling, etc.) 
is more significant than in soft goods. 

Aside from the discounter’s influence, 
for many years progressive merchants 
have been seeking ways to determine 
item profitability. They have asked for 
tools which will produce cost figures 
on individual items such as are avail- 
able through cost accounting in indus- 
try. However, the preponderance of dif- 
ferent items (estimated to be as high 
as 100,000 in a large department store) 
and the variety of ways of handling 
them (takes, sends, sales from sample. 
direct delivery from resources. etc.). 
have made the task very difficult. There 
have been innumerable instances in 
stores where individual purchases have 
been “costed out” prior to buying in 
order to determine acceptable selling 
prices, proper commission rates. extent 
of advertising, etc. 


The Publicized Method 
Item costing, item profitability, or 
merchandise management accounting, 
whatever term is used, seeks to deter- 
mine the controllable profit on each 
item at the time it is purchased—by 
supplying the buyer with some device 
July 
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(graph, chart or worksheet) showing 
the interrelationships between invoice 
cost, cash discount, direct expenses and 
selling price. Thus major pur- 
chases, the buyer can anticipate at the 
time an order is placed whether it will 
yield an acceptable profit. There is an 
opportunity to reconsider proposed re- 
tail price, invoice cost, paid advertising, 
drop shipments (to avoid warehousing 
and delivery expense) and other factors. 


on 


It is suggested by those recommend- 
ing merchandise management account- 
ing (MMA) in its present form that 
costs applicable to merchandise classifi- 
cations be determined by detailed an- 
alysis: stop watch, production records, 
observation, or by reference to specific 
arrangements such as commission plans 
and delivery contracts. Upon comple- 
tion of the analyses, the following ele- 
ments of cost applicable to each item 
are established, according to most MMA 
proposals: 

Markdowns 
(%). 

Inward transportation; ($). 

Pre-delivery service (alteration 
workroom); ($). 


and stock _ shortages; 


or 


Item advertising; (%). 

Merchandise carrying charges; (%). 

Receiving, checking and marking; 
($). 

Warehousing; ($). 

Selling; (%). 

Delivery; ($). 
In addition, costs of accounts receivable 
and credit may be included and, if so, 
should be offset by carrying charges 
received from the customer. It should 
be noted that some of the above cost 
elements are specified in terms of 
amounts per item while others are ex- 
pressed as percentages of the original 
retail value of the expected purchase. 

Whether the buyer is asked to use 
the system only on promotional or 
other important purchases, or whether 


1958 


charts or graphs are to be used, or 
whether tables of figures and special 
worksheets are suggested, is of no real 
significance in appraising this approach 
to buying. Each of these is simply a 
matter of store choice. The most im- 
portant consideration is (1) the validity 
of the figures, and (2) the acceptance 
by the buyer of this tool for more effec- 
tive buying. 


Validity of Figures 


As to validity of the figures, some of 
the techniques currently being advo- 
cated provide for the application of 
markdowns and advertising expense to 
items at the average rate for the mer- 
chandise classification. This is not sup- 
portable in actual practice, however, 
because markdowns are distinctly vari- 
able as to items—being very high on 
some items and almost nonexistent in 
other cases—all because of the timing 
of the purchase, the appeal of the mer- 
chandise and the quantity of the pur- 
chase. Likewise, advertising either ap- 
plies to an item or it does not, depend- 
ing upon a positive decision to allocate 
or not to allocate advertising space to 
an item and whether or not the adver- 
tisement is fully or partially paid for 
by the vendor. Thus it appears that 
markdowns and advertising should fit 
into the buying approach as distinct 
variables—estimated by the buyer at 
the time of purchase. 

Costs are identified with individual 
items in several ways. Some are com- 
pletely variable, others are partly so, 
and some are said to be fixed. Even 
fixed costs, however, will step up or 
step down on a plateau basis depend- 
ing upon the overall activity of an ex- 
pense center or a group of centers. Thus, 
there is a basic question regarding the 
apparent finality of the expenses shown 
as allocated to individual items. In de- 
termining the actual cost applicable to 
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individual items as they pass through 
expense centers, we must give considera- 
tion to the joint use of these facilities, 
such as receiving, marking, warehous- 
ing, workrooms, etc., by a variety of 
items. The distribution of costs at one 
level of activity may be entirely differ- 
ent from the allocation at another level. 
Furthermore, the mix of items or the 
mix in the work load of the center at 
different times of the year will change 
the cost of handling a particular item. 
Thus, the elimination or reduced volume 
of an unprofitable item may not result 
in the full elimination of the expense 
assigned to that item and, unless addi- 
tional volume of other items is substi- 
tuted, the existing expenses within these 
centers will attach themselves more ex- 
tensively to the remaining profitable 
items. 

This basic principle of cost account- 
ing is recognized in manufacturing op- 
erations where costs can be controlled 
more effectively than in retailing because 
the flow of items through a cost center 
is the result of production scheduling. 
In other words, the mix of items in 
manufacturing is limited and follows a 
predetermined plan. This is not the case 
in retailing, where the mix of items in 
various centers is determined by doz- 
ens of buyers placing orders and sched- 
uling delivery dates independently of 
each other. Thus, there is an inherent 
danger in assuming that costs applica- 
ble to individual items are as stable as 
some preliminary discussions of MMA 
would indicate. 


Acceptance of Figures 

As to the acceptance of the figures 
by the buyers and the merchandising 
division generally, many factors, other 
than a thorough understanding of the 
approach, must be considered. First, 
the tendency to ignore the sub-total re- 
lating to the gross margin probably is 
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a mistake. While it is accepted that con- 
trollable profit and not gross margin 
is the focal point of the system, the 
gross margin concept is too deeply 
woven into today’s merchandise think. 
ing and interstore figure comparisons 
to ie ignored compleasly, Any elimina. 
tion of reference to gross margin must 
be the result of a long educational pro- 
cess among all of us, and _ therefore 
gross margin figures should be shown 
in this planning. Second, the real in- 
centive to a buyer to use a technique 
which will enhance departmental con- 
trollable profit does not exist unless the 
buyer is compensated on this basis. 
The amount of controllable profit is de- 
termined from departmental profit state- 
ments which show as deductions di- 
rect or controllable expenses. 

The inherent dangers in asking buy- 
ers to buy on the basis of cost alloca- 
tions, some of which are subject to 
question, and in a set of circumstances 
where either the buyer is not compen- 
sated on controllable profit or such 
profit is computed under a different 
set of rules, leads one to consider the 
possibility of a modified appeone h to 
item profitability. 


Alternate Method Using Existing 
Departmental Statements 


It is proposed that more stores ap- 
proach item profitability by giving 
buyers charts or tables based upon 
already existing departmental controll- 
able profit statements. Such charts or 
tables should incorporate for the de- 
partment as a whole all the elements 
of expense leading to controllable 
profit except for two or three variables: 
markdowns, advertising, and _ possibly 
delivery and stock maintenance. In 
other words, instead of determining the 
costs and expenses applicable to indi- 
vidual items (or classes of items) by 
detailed analysis, the alternate method 
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starts at the department level (at the 
outset) and assumes that the elements 
of expense attach themselves to all items 
in that department at the rates shown 
in the departmental controllable profit 
statement, except for invoice cost, trans- 
portation, markdowns, advertising and, 
in some cases, warehousing and de- 
livery. This alternative 
basic conflict in the detailed approach 
whereby departmental controllable profit 
statements up (except at 
oreat additional expense) on the same 
basis as the buying charts. 


eliminates a 


are not set 


After a buyer has computed an esti- 
mated initial markup (which, for this 
purpose, reflects cash discount and in- 
bound transportation) on a proposed 
purchase, he estimates expected mark- 
downs. refers to the table or chart and 
determines the gross margin figure based 
on the assumption that the other ele- 
ments included in gross margin (stock 
shortages and workroom costs) would 
have remained at the departmental av- 
erage. Next, the buyer estimates the 
desired advertising space and its cost 
based on space rates (including 
duction costs) previously given to him. 
Again, using the table or chart, the 
buyer computes the controllable profit 
under an assumption that the other 
direct expenses would remain at the 
departmental average. In some depart- 


pro- 


ments (e.g., hard goods) where mate- 
rial handling is a major factor, the 
table or chart can provide for the use 
of warehousing and delivery as vari- 
bles, thus enabling the buyer to nego- 
tiate for drop shipments if possible, 
or at least to be able to distinguish 
between purchases where there is a 
large variance in warehousing and de- 
livery costs. 


At this point the buyer has given 
special consideration (at the time of 
purchase) to invoice cost, including 
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inbound transportation, cash discount, 
markdowns and advertising; and in 
some cases to warehousing and de- 
livery as well. 


Sharpening Departmental Statements 


The next step in this alternate pro- 
gram is to improve immediately the 
accuracy of department controllable 
profit statements by a more refined 
use of expense center accounting. This 
can be done by fanning out the indi- 
vidual accordance 
with the format of the manual and by 
identifying more of the charges to 
each center with the selling department. 
Every six months, when a new con- 
trollable profit statement is prepared 
for a selling department, it should be 
followed by the development of a new 
set of tables or charts reflecting the 
more current figures. In fact, it is 
likely that separate charts would be used 
for spring and fall buying. Likewise, 
as departmental statements were sharp- 
ened in terms of the accuracy of the 
individual figures, an automatic im- 
provement in the accuracy of the charts 
would result. Thus, the departmental 
operating statements which the buyer 
already understands would develop 
hand in hand with the charts used 
when the buyer goes into the market. 


expense centers in 


With the improvement in equipment 
for the recording of expenses and the 
refinement in expense center account- 
ing itself, should come the develop- 
ment of operating statements by classi- 
fication of merchandise in certain de- 
partments (particularly hard goods) 
rather than by department. At this 
latter stage of development, the corre- 
sponding charts which would be given 
to the buyers would be as accurate as 
the MMA charts recently discussed at 
sessions sponsored by the Controllers’ 
Congress. It is also likely that this 
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final stage might not be reached any 
sooner than the overall installation of 
Merchandise Management Accounting 
as presently envisioned, which will take 
a long time in the average store. The 
difference, however, is that with the 
alternate method, the education of store 
personnel is on a gradual basis; there 
is a considerable lower cost; and there 
is available a tool, however crude, in 


the interim. 


Summary 


The key principles discussed in this 
article may be summarized as follows: 

1. Determination of direct item cost 
is sound in principle because any mer- 
chant would like to know the con- 
trollable profit on each purchase. 

2. Experimentation in determination 
of item costs or item profitability is 
not new, but MMA represents the cur- 
rent phase of such interest by a more 
or less formalized approach to such 
determination. Even MMA has _ been 
modified during the first year of its 
discussion and use. 

3. The allocation of markdowns and 
advertising expense in cost charts or 
graphs at the departmental or classifi- 
cation average is not sound, since at 
least these items must be variables in 
the consideration of each purchase. 

4. The importance of item profit- 
ability on a formalized approach in 
soft goods is considerably less sig- 
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nificant than its use in hard good 
where more elements of cost or expense 
have significance. In soft goods de. 
partments, markdown analysis may be 
an acceptable substitute, since it is the 
only significant element of cost which 
may not have received proper attention 
in many stores. 

5. Item costs may not be as definite 
as they first appear to be. The vary. 
ing use of existing facilities or expense 
centers has an important effect on item 
costs, so that, as the volume of items 
processed through a center is changed 
or the mix varies, the relatively fixed 
expenses of these centers will attach 
themselves in varying degrees to dif- 
ferent items at different times of the 
year. 

6. Sound departmental controllable 
profit statements with valid allocations 
of expenses (with finely divided de- 
partments in the case of hard goods) 
may result in the use of acceptable 
buying charts provided certain variable 
expenses are recognized: markdowns, 
advertising, delivery and warehousing. 
Such charts can be set up and main- 
tained at lower costs than charts de- 
veloped by detailed studies of expenses, 
and yet their use may be just as help- 
ful in buying for profit. Nothing in 
this approach prevents a store from 
studying the handling of individual 
items as often as desired, with a view 
toward improvement of receiving, mark- 
ing, warehousing, delivery and other 
procedures. 
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The Accountant's Role 


in a Liquidation Proceeding 


By SYDNEY KRAUSE 


This article discusses the accountant’s role in contested adjudications 
and turnover proceedings, preference and fraudulent transfer actions 
and his contribution to contested bankruptcy discharge proceedings 
and criminal proceedings arising out of bankruptcy. 


This article deals with the work of 
the independent public accountant and 
his relationship to the attorney in what 
may be referred to as a straight bank- 
ruptey proceeding, as distinguished from 
a reorganization proceeding. The ac- 
countant’s role is undertaken in con- 
nection with certain well-defined cate- 
gories which are discussed in_ this 
article. 
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Contested Adjudications 


In cases where the bankruptcy pro- 
ceeding has been initiated by the filing 
of an involuntary petition, the alleged 
bankrupt has the right to contest the 
propriety of the proceeding on the 
ground that certain essential elements 
required for adjudication under Section 
3 of the Bankruptcy Act have not been 
established. Most of the acts of bank- 
ruptcy, any one of which must be 
pleaded and proved to the satisfaction 
of the referee or judge hearing the case, 
involve the matter of insolvency as of 
certain applicable dates. 

Mention of the word insolvency brings 
to mind the role which the accountant 
must play. The preparation for trial, 
i.e., the spade work to establish the fact 
of insolvency, goes hand in hand with 
the testimony which the accountant must 
give to convince the trier of the issue 
that an adjudication is proper. The ac- 
countant’s contribution in a contested 
adjudication proceeding is essential. It 
is difficult to envisage such a proceeding 
in which he does not play a dominant 
role. 
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Reclamation Proceedings 


The administration of a bankrupt es- 
tate contemplates the administration and 
resultant liquidation of the bankrupt’s 
property for ultimate distribution to 
creditors. I have emphasized the word 
“bankrupt” because property that does 
not belong to the bankrupt must be re- 
turned to the rightful owner. The pro- 
ceeding in which such a claim is 
asserted is known as a reclamation pro- 
ceeding. A simple example in point— 
but, I hasten to add, an example in 
which the CPA’s services would not be 
particularly significant—would be that 
of the luckless patron who left his shoes 
for soling with a bankrupt cobbler. 


That simple illustration finds its coun- 
terpart in many more complex reclama- 
tion claims where the accountant’s serv- 
ices are indispensable. Where, for ex- 
ample, a reclamation claim is based on 
the premise that certain merchandise 
was delivered to the bankrupt on con- 
signment, as a result of which title never 
passed, the task of locating the appro- 
priate invoices and tying in the descrip- 
tion of the reclaimed merchandise, with 
the items covered by the consignment 
invoice, is peculiarly within his province. 
Frequently, the same supplier sells simi- 
lar items, some on outright purchase 
and others on consignment. Under such 
circumstances, where the supplier as- 
serts a reclamation claim, who, but the 
accountant, could unravel the compli- 
cated skein of such a relationship. 


Reclamation proceedings may be 
based on the claim that the subject of 
the reclamation was sold on chattel mort- 
gage or conditional bill of sale, released 
under a trust receipt, or pledged under 
a field warehouse arrangement. In each 
of these cases, since specific identifica- 
tion is a prerequisite to recovery by the 
reclaimant, the accountant is in a posi- 
tion to make or break the case. 
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Perhaps the most prolific source of 
reclamation proceedings, particularly jin 
this day and age when accounts re. 
ceivable are used so extensively as col. 
lateral for obtaining working capital, 
is the secured creditor who seeks the un- 
restricted right to collect assigned ac. 
counts receivable, or who seeks from the 
estate the proceeds of accounts receivable 
collected during the bankruptcy adminis. 
tration. The claim may even extend to 
collection of accounts receivable effected 
before bankruptcy, where the proceeds 
remained on hand down to the date of 
bankruptcy. 

In all of these cases, the prowess of 
the attorney for the trustee is directly 
commensurate with the resourcefulness 
of the accountant at his side. In few 
fields is the accountant’s contribution 
likely to be so productive of benefit to 
general creditors as in the case of a suc- 
cessfully resisted reclamation claim. 


Turn Over Proceedings 


In one sense, the turn over is the 
counterpart of the reclamation proceed- 
ing. In the reclamation proceeding, a 
creditor is trying to take away from the 
estate property, title to which was not 
vested in the bankrupt at the time of 
bankruptcy. The turn over, on the other 
hand, is the proceeding by which the 
trustee seeks to recover from the bank- 
rupt or some third party, property, title 
to which was vested in the bankrupt at 
the time of bankruptcy. Here, the trus- 
tee seeks to have turned over to him for 
administration and liquidation assets 
which properly belong to the estate. 


This is not the place to be pedantic 
and embark upon an exposition of those 
cases where the trustee can proceed 
summarily before the referee and those 
cases where the trustee must institute 4 
litigation to accomplish the desired re- 
sult. It will suffice to say that in whal- 
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ever forum the recovery is sought, the 
accountant’s role will be a dominant 
one. 

Turn over proceedings can seek the 
recovery of books and records as well 
as property. The accountant’s 
struction of the system of bookkeeping 
maintained by the bankrupt and_ the 
demonstration of just what books were 
to establish what 
is, for all practical 


of 


recon- 


maintained so as 
books are missing 
purposes, the essence such a_pro- 
ceeding. 

Before passing on to another cate- 
gory, | should make mention of one type 
of turn over proceeding which, because 
of certain limitations imposed by a com- 
paratively recent decision of the United 
States Supreme Court, has found its use 
much more limited than in years gone 
by. I refer to the so-called theoretical 
turn over, which is a proceeding which 
depends almost entirely on the ability 
and resourcefulness of the accountant. 

Given a starting inventory, reflected 
by a financial statement or physical 
inventory. the accountant works up a 
computation to the date of bankruptcy 
to show that the inventory and assets 
on hand have not been properly ac- 
counted for. Such a theoretical turn 
over is established by (a) starting with 
the inventory, as set forth in the ori- 
ginal financial statement, (b) adjusting 
it to reflect purchases, and (c) then 
reducing it by an amount equivalent to 
the dollar volume of sales adjusted on 
the basis of customary mark-ups. By 
such a computation it can be demon- 
strated that the actual inventory which 
was on hand when the receiver or trus- 
tee took possession was considerably 
less than should have existed. 

The theoretical turn over is peculiarly 
the creation and contribution of the 
accountant because unless the attorney 
lor the trustee is extremely well versed 
in methods of accounting or is an ac- 
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countant himself, the possibility of his 
working up such a theoretical turn over 
is extremely remote. 


Preferences Under Section 60b of the 

Bankruptey Act 

So much has been said and written 
about bankruptcy preferences that the 
treatment of this item can be brief. The 
preference is essentially a creature of 
the Congress designed to effect equality 
of distribution amongst creditors. The 
Congress has arbitrarily said that during 
the four months preceding bankruptcy. 
the bankrupt’s assets are, in a sense, a 
fund to be distributed rateably among:t 
creditors. Therefore, when a particular 
creditor obtains more than his share, 
he can be compelled, in a preference 
action, to put it back into the pot and 
participate in the enlarged pot only to 
the extent of his aliquot share. 

There is nothing fundamentally 
wrong in accepting a payment that may 
ultimately prove to be preferential. The 
concept is reminiscent of the old saw 
that stealing isn’t a crime; it’s getting 
caught that matters. That is obviously 
a distortion because if the preference. 
to be voidable, must have been made 
within four months of bankruptcy, one 
can never know when he accepts a pay- 
ment that it will constitute a voidable 
preference. 

One of the essential elements of the 
preference is insolvency at the time that 
the payment was made. Insolvency is a 
technical concept and only the expert— 
in this case, the accountant—is in a 
position to establish this essential ele- 
ment. I shall advert to this subject 
again at a later point in this article. 


Fraudulent Transfers Under Section 67 
of the Bankruptcy Act 


What has been said about preferences 
is even more pertinent in the matter of 
fraudulent transfers. Here, the pro- 
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scribed act is not a creature of the Con- 
gress. It has its genesis in the Statute 
of Elizabeth, which forbade an insolvent 
from transferring his assets without 
adequate or fair consideration. In its 
inception, the fraudulent transfer ex- 
isted in cases where, when the transfer 
was made the transferor was insolvent, 
or where the effect of the transfer was 
to render the transferor insolvent. 

In more recent statutes, notably the 
Debtor and Creditor Law of the State 
of New York, it is no longer necessary 
that the transfer be made when the 
transferor is insolvent or that the trans- 
fer render the transferor insolvent. 
Examples in point are where the effect 
of the transfer is to leave the transferor, 
who is engaged in business, with an 
unreasonably small amount of capital 
(Debtor and Creditor Law, § 274) or 
where the transferor is about to incur 
debts beyond his ability to pay as they 
mature (Debtor and Creditor Law, 
§ 275). 

The mere statement of the foregoing 
highlights the indispensable role that 
the accountant for the trustee must per- 
form in the field of fraudulent transfers. 


Actions Under Section 70a(5) or (6) 

of the Bankruptcy Act 

Section 70a(5) and (6) vests in the 
trustee rights of action that belong to 
the bankrupt as of the date of the filing 
of the petition. 

Examples in point would be actions 
to collect on accounts receivable, actions 
for damage or breach of warranty, and, 
without referring specifically to the en- 
tire gamut of actions which the law 
recognizes, any action which the bank- 
rupt could have brought. had bank- 
ruptcy not supervened. 

To the extent that these actions would 
have required the services of an ac- 
countant, had the bankrupt brought 
them, the trustee will require the services 
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of an accountant when he _ institutes 


appropriate actions. 


Objections to Discharge of Bankrupt 


It has frequently been said that th 
two ultimate objectives of a bankruptcy 























proceeding are (a) to administer and | 


liquidate the bankrupt’s assets as a pre. | 


lude to making rateable distribution to 
the bankrupt’s creditors, and 
consider the propriety of 


be given a fresh start on a new com- 
mercial life. 

The second of these objectives is 
peculiarly important in the case of 
individual bankrupts. Corporate bank- 
rupts can resort to the simple device of 
abandoning the corporation under 
which business was conducted prior to 
bankruptcy and organizing a new one. 
The individual who conducted business 
in his own name or as a member of a 
partnership is not so fortunate and must 
obtain his discharge if he is to resume 
business free of the claims of his 
creditors that existed at the time of the 
filing of his petition. 

By the same token, the creditor who 
finds himself listed in a bankruptcy pro- 
ceeding does not want to see his claim 
wiped out unless the bankrupt has con- 
ducted himself in such a way as to have 
earned the privilege of a discharge. Sec- 
tion 14c of the Bankruptcy Act lists the 
seven various grounds upon which an 
application by a bankrupt for discharge 
can be contested. Four of these, to wit, 
the second, third, fourth and_ seventh. 
definitely entail proof, in which the serv- 
ices of the accountant are indispensable. 
These four grounds are as follows:— 

1. Destruction of or failure to keep 
books, from which the bankrupt’s finan- 
cial condition and business transactions 
may be ascertained. [Section 14c(2).| 

2. Obtaining money or propery on 
credit by making a materially false state 
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ment in writing respecting the bank- 
rupt’s financial condition. [Section 14c 


(3).] 


At any time within the year pre- 
oie bankruptcy, making a transfer 
with intent to hinder, delay or defraud 
the bankrupt’s creditors. [Section 1]4c 
(4).] 

4, Failure to explain satisfactorily 
any losses of assets or deficiency of as- 
sets to mect his liabilities. [Section 14c 
(7).] 

One of the remaining grounds (Sec- 
tion 14c(5)) usually would involve no 
particular accounting problem. This is 
the ground which denies a discharge to 
a bankrupt who has taken advantage of 
the Bankruptcy Act and has_ been 
granted a discharge or had an Arrange- 
ment confirmed within six years prior 
to the date of the filing of the petition. 

The remaining two grounds (Section 
l4e(1) and (6)) may or may not in- 
volve accounting problems. 


1. The commission of an offense pun- 
ishable by imprisonment. 


2. Refusal of the bankrupt in the 
course of a proceeding under the Bank- 
tuptey Act to obey any lawful order of 
or to answer any material question il 
proved by the court. 


Criminal Proceedings—False Financial 
Statement and Concealment of Assets 
Nowhere is the role of the accountant 

for the trustee more conspicuous than in 

the case of a criminal proceeding involv- 
ing a false financial statement or in the 
case of concealment of assets. To be 
sure, a great deal of the accounting 
services will be rendered by account- 
ants on the staff of local United States 
or County Attorneys. Nevertheless, the 
initial presentation will have to be built 
up by the accountant for the trustee so 
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as to engage the interest of the appro- 
priate prosecuting authorities. 

The proper preparation and presenta- 
tion of facts may involve a host of 
preliminary and intermediate steps, some 
of which have been adverted to hereto- 
fore. These include the turn over pro- 
ceeding for books and/or for property 
and appropriate examinations to estab- 
lish facts, on the basis of a report 
which the accountant for the trustee will 
have prepared. 


Some General Suggestions as to 

Procedure 

Having outlined the various fields in 
which the accountant’s role will be per- 
formed, I now pass to some general 
suggestions to the accountant who repre- 
sents a receiver or trustee. 

It goes without saying that the very 
first job of the accountant is to assist 
the trustee in taking over the books, 
records and papers of the bankrupt es- 
tate. It is the rare case, indeed, where 
the records will remain for more than a 
very short time at the premises formerly 
occupied by the bankrupt. The neces- 
sity for eliminating the rent expense at 
the earliest moment and for the proper 
safeguarding of the books and records 
dictates their prompt removal to other 
quarters. It is extremely helpful if the 
accountant can supervise this removal. 
In most cases there will obviously be 
a plethora of useless, bulky material 
which can perform no useful future 
function. However, only a skillful ac- 
countant is in a position to separate the 
wheat from the chaff. 

Too much emphasis cannot be placed 
on the importance of this initial func- 
tion. Time after time, innocuous-look- 
ing records have turned up, which 
a case, and equally innocuous- 
looking records have been destroyed, 
leaving the perpetrator of the destruc- 
tion an unhappy man. 


“made” 
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The next step is to review the books 
in such fashion as to determine whether 
any significant books or papers are miss- 
ing. This report should be made to the 
attorney for the trustee at the earliest 
possible date and even before the ac- 
countant’s report is completed. Only 
in this way can the trustee, by examina- 
tion, establish the essential facts and, 
if indicated. move by a turn over pro- 
ceeding to obtain the missing books. 
The interval between the date that the 
hooks are reduced to possession by the 
receiver or trustee and the date when 
such a turn over proceeding is instituted 
should be kept as short as possible. Ob- 
viously, a demand for the production of 
certain records made within a week or 
ten days after bankruptcy, assuming 
that the trustee can establish the ex- 
istence of such books, is much more 
likely to succeed than a similar request 
made months after the event. 

The accountant should obtain every 
financial statement that appears in the 
bankrupt’s files and these should be ex- 
amined with great care, with particular 
emphasis on using them as a basis for 
a determination as to whether the assets 
which were on hand at the time of bank- 
ruptecy were depleted by possible con- 
cealments. The financial statements con- 
stituting a part of the bankrupt’s rec- 
ords should be supplemented by state- 
ments from the files of the accountant 
who served the bankrupt prior to his 
bankruptcy. Finally, statements from 
the files of various commercial agencies 
and creditors should be obtained. All 
of these should be correlated so as to 
determine whether the bankrupt has 
properly accounted for his assets and 
whether the various statements were 
true when made. 


At the earliest possible opportunity 
the accountant should examine the 
schedules in bankruptcy and the state- 
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ment of affairs, the filing of both of 
which is a duty that the bankrupt mus 
perform under the appropriate pro. 
visions of the Bankruptcy Act. The 
schedules are, in a sense, a balance sheet 





of the bankrupt as of the date of the | 


filing of the petition and the statement 
of affairs will furnish many vantage 
points from which fresh investigations 


~~ 


may be launched. The General Orders ? 


in Bankruptey of the Supreme Court 
have appended to them, as Forms 2 and 
3, the forms to be used in the filing of 
statements of affairs and the account 
ant will find a wealth of information 
here which can be used for the pur- 
pose of correlating other facts disclosed 
by the books and records. 


The careful and experienced account: 
ant, in making the separation of im- 
portant from unimportant records, will 
recognize how essential it is to proper 
administration to lay hands on every 
physical inventory that was taken by 
the bankrupt during the years preceding 
bankruptcy. Turn overs. concealments, 
reclamations and false financial state- 
ments frequently revolve around such 
inventories. Incidentally, one of the 
items particularly required by the state- 
ment of affairs is a statement by the 
bankrupt as to when his last inventory 
of property was taken, by whom or un- 
der whose supervision, and the dollar 
amount thereof. Similar information is 
sought with respect to the next prior in- 
ventory. Finally, the bankrupt is obliged 
to state in whose possession are the rec- 
ords of these two inventories. All of 
this information must be set forth under 
oath and a false statement can constitute 
a proper objection to discharge. 


In this connection there is a_ little 
used section of the Bankruptcy Act that 
can be availed of to good advantage by 
the accountant with the assistance of 
the trustee’s attorney. Section 7a(11) 
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of the Bankruptcy Act, which defines 
the duties of the bankrupt, requires the 
bankrupt, when required by the court, 
to prepare, verify and file with the court 
a detailed inventory showing the cost to 
him of his merchandise or of such other 
property as may be designated, as of the 
date of his bankruptcy. 

The procedure in connection with the 
use of this section is commented upon 
in an interesting case which can be 
read with profit. I refer to the case of 
New York Credit Men’s vs. Silberkleit. 
(C.A. 2, 1942), 130 F. (2d) 195. 


General Comments on Bankruptcy 

Litigation 

It must be apparent from the fore- 
eoing discussions that the accountant’s 
realm moves in many directions but, like 
the wheeze about all roads leading to 
Rome, all accountant’s problems re- 
volve around the issue of insolvency. | 
do not intend to embark upon a learned 
of the basic distinctions 
between bankruptcy insolvency and 
equity or state court insolvency or to 
take up any of the fine points which so 
many judges have written so many opin- 
ions about during the history of the 
various Bankruptcy Acts. Suffice it to 
say that in connection with the problem 
of insolvency, the one question that con- 
fronts one over and over again is the 


discussion 


requirement that not only must insolv- 
ency be established but it must be es- 
tablished as of a given date. Thus, to 
take the most obvious example, a com- 
plaint based upon a Section 60 voidable 
preference must allege, in conformity 
with the statute, that the preference 
took place while the debtor was insolv- 
ent. The books of the bankrupt ob- 
Viously have not been kept so as to 
simplify the accountant’s burden. There 
is no written inventory as of the rele- 
vant date, the ledger will not reflect 
liabilities as of the relevant date, and 
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it will be impossible to reconstruct the 
picture as of a particular date. 


The courts, with complete under- 
standing of this problem, will permit 
the introduction of a financial statement 
prepared by the accountant as of a date 
prior or subsequent to the relevant date 
(a date as of which the necessary data 
is available) and then allow the ac- 
countant to give testimony relating the 
reconstructed statement to the relevant 
date. Cases which sanction this method 
of establishing insolvency are /nterstate 
National Bank of Kansas City vs. Luther, 
(C.A. 10, 1955), 221 F.(2d) 382, and 
Irving Trust Co. vs. Roth, (D.C., S.D., 
N.Y., 1930), 48 F.(2d) 345. 


The simple solution of this problem, 
as the courts have furnished the solu- 
tion, is to construct a statement from 
available records as of some reasonably 
proximate date and then relate it to the 
relevant date by affirmative testimony 
as to the fact that the transactions dur- 
ing the interval were such as to make it 
likely that the insolvent condition as 
of the statement date existed on the 
relevant date. 


Mention may be made of several fruit- 
ful fields of inquiry which may arise in 
bankruptcy litigation. As I have already 
stated, accounts receivable financing has 
received general acceptance and is in 
very widespread use. One of the special 
situations to watch for is the so-called 
substitution of good collateral for bad 
collateral. In many instances, the secu- 
rity of the finance company is inade- 
quate, not because the face amount of 
the collateral that secures the debt is 
inadequate, but because the underlying 
value of the collateral is inadequate. 
In these cases, ways and means have 
been devised for the use of the so-called 
“substitution” gambit. The _ finance 
company, by way of illustration, re- 
assigns to the customer (bankrupt). ac- 
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counts receivable aggregating, say, 
$50,000 and receives from the customer 
new accounts aggregating $50,000. Al- 
though there may be situations where 
such an exchange has an economic 
justification, I suggest that the account- 
ant regard it as a red flag. It certainly 
merits extremely careful scrutiny. 


An equally ingenious device employed 
in connection with accounts receivable 
financing transactions is the continued 
making of percentage advances against 
schedules of accounts receivable in the 
hope that the equity thereby obtained 
by the finance company can be applied 
against a previously existing under- 
margined position. In this connection 
an example in point may be helpful. At 
some date after the finance company 
has reasonable cause to believe that the 
customer (bankrupt) is insolvent, the 
customer assigns $10,000 of receivables 
and receives a $7,000 advance. There is 
nothing essentially wrong in this trans- 
action. The finance company is entitled 
to the assignment of accounts receivable 
in excess of the particular advance. The 
mere fact that only a percentage of the 
face amount of the accounts was ad- 
vanced will not suffice to invalidate the 
transaction. What frequently happens, 
however, is that the finance company 
attempts to use the equity in these suc- 
cessive assignments that have been re- 
ceived by it after reasonable cause can 
be established, as additional security 
against its old under-margined indebt- 
edness. This type of transaction—and 
the very statement of it indicates how 
challenging a situation it is—if proved, 
can be set aside as preferential. 


I should caution against one fruitless 
form of endeavor, which I mention only 
because accountants have frequently 
spent endless hours of work, only to 
end up in the proverbial cul-de-sac. I 
refer particularly to the provision in 
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Section 60c of the Bankruptcy Act, 
which provides that where a creditor has 
been preferred, but afierward, in good 
faith, gives the bankrupt further credit 
without security, he may set off this 
additional credit against any claim of 
preference. Many is the case where the 
accountant has worked up all the ele. 
ments of a perfect preference, only to 
learn that the creditor, who was to be 
the defendant, made substantial unse- 
cured advances after the alleged p:efer- 
ence was received, the net effect of which 
was to wipe out the preference com- 
pletely. 

I should also express a word of cau- 
tion on an analagous situation. Section 
68 of the Bankruptcy Act provides that 
in a case of mutual debits and credits 
between a bankrupt and a creditor, the 
account shall be stated and only the bal- 
ance shall be allowed or paid. Thus, if 
a bankrupt and a creditor were engaged 
in two different types of transactions 
and as a result of one type the creditor 
was substantially indebted to the bank- 
rupt, the trustee may not collect this 
amount without regard for the fact that 
as a result of the other type of transac- 
tion the bankrupt was indebted to the 
creditor. As the statute provides, the ac- 
count must be stated to arrive at the 
true balance. 

By way of additional caution, how- 
ever, I should point out that the word 
“mutual,” which I emphasized, is a word 
of art. All claims are not mutual. An 
example that comes to mind is the situa- 
tion where a trustee, under an applicable 
state law, sues to recover usurious inter- 
est. Such a claim for usurious interest, 
if allowed in favor of the trustee, may 
not be set off by the creditor against the 
amount still due him because these debts 
are not mutual. The Supreme Court 
has so held in the case of McCollum v. 
Hamilton Nat. Bank, (1938), 303 US. 
245. 
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New York State Tax 


Guest Editor—WiLuiaM Erxin, C.P.A. 


Allocation of Business Income 


New York State Franchise Tax 

Even though a firm has no permanent 
place of business outside New York 
State, it is still possible for it to allo- 
cate part of its income for New York 
State franchise tax purposes. Questions 
3(a) and (b) of Schedule J on page 3 
of the return, give us the answer. Part 
(a) inquires as to whether the taxpayer 
has a “regular” place of business out- 
York State, while Part (b) 
raises the issue as to whether the tax- 
payer has a “permanent and continu- 
ous” place of business outside New 
York State maintained by the taxpayer 
at which the taxpayer had its own em- 
ployees regularly in attendance. 

A regular place of business means 
any bona fide office (other than a statu- 
tory office), factory, warehouse, or other 
place which is continuously and regul- 
arly used by the taxpayer in carrying 
on its business. Thus, any public ware- 
house, independent contractor, or pro- 
cessing plant from which the taxpayer 
ships goods directly to its customers, 
can qualify. It is not necessary that any 
of the taxpayer’s 
these premises. 

The allocation benefits granted to a 
taxpayer mainta‘ning a regular place 


side New 


own employees be on 





Wituiam Erkin, C.P.A. and member of 
the New York Bar, is a partner in the 
firm of Clarence Rainess & Co., Certi- 
fied Public Accountants. Mr. Etkin is 
chairman of our Society's Committee on 
Municipal and Local Taxation. 
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Forum 


of business outside the state are limited 
in that only the tangible property factor 
can be so utilized. 

A permanent or continuous place of 
business outside the state is any office, 
factory or other place of business con- 
tinuously maintained, occupied, or used 
by the taxpayer in carrying on its busi- 
ness in its own name in a regular and 
systematic manner, for which it pays 
rent or its equivalent and regularly 
maintains its own employees. This is 
the customary type of place of business 
for which we usually seek an allocation. 
Under these conditions the taxpayer can 
allocate not only the tangible property 
factor but the receipts and payroll fac- 
tors as well. 

If shipments are made directly to 
customers from sources outside New 
York State, a corporation may qualify 
for at least a partial allocation and thus 
reduce its New York State franchise 
tax liability. It is advisable, therefore, 
to inquire into each client’s mode of 
operation. Perhaps some of them can 
profitably revise their shipping pro- 
cedures and, in the process, also take 
advantage of this tax benefit. 

It might be well to point out at this 
time that for unincorporated business 
tax purposes, the distinction between a 
“resular” place of business and a “per- 
manent or continuous” place of busi- 
ness does not exist. Under this tax, if 


Ep. Notre: For an interim period, until a 
permanent departmental editor has been 
selected, this department will be conducted 
by guest contributors. 
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there is no “permanent or continuous” 
place of business outside New York 
State, no allocation is permitted. 


Relationship to Pennsylvania Taxes 

New York follows generally the so- 
called Massachusetts formula which in- 
cludes the tangible property, receipts 
and payroll factors, and is one that is 
utilized by most states in one form or 
another. However, one should not pre- 
sume that these principles are applied 
identically in all states. Thus, in New 
York, under the receipts factor, sales 
are allocated to the state if the mer- 
chandise was physically located within 
the state at the time of either the re- 
ceipt of the order or appropriation to 
the order. Moreover, if the order was 
either received or accepted in New 
York, the sale is still allocated to New 
York if at such time the goods were 
not in existence or not owned by the 
taxpayer. 

Pennsylvania, on the other hand, al- 
locates receipts to the office where they 
originated. Thus, a firm with a sales 
and general office in New York and a 
factory in Pennsylvania from which lo- 
cation all merchandise is shipped to its 
customers, may find itself in an ad- 
vantageous position with respect to state 
taxes. If its goods were located in 
Pennsylvania at either the receipt of 
the order or at the appropriation to the 
order, no receipts are allocable to New 
York for purposes of the New York 
franchise tax. Likewise, in so far as 
Pennsylvania tax returns are concerned, 
these receipts are not allocable to Penn- 
sylvania as these sales are attributed 
to the New York sales office. Because 
one of the three factors, namely the re- 
ceipts factor, is eliminated from con- 
sideration in both states, this corpora- 
tion is in effect paying a tax on only 
6624 per cent of its taxable income. 
There are similar potential tax savings 
with respect to other states. 


$12 


New York State Tax Forum 


Foreign Corporations 


Many foreign corporations qualify to 
do business in New York state for legal 
reasons. Actually these firms do not 
carry on any business in the state or at 
best only the solicitation of interstate 
sales. Under these circumstances such 
a firm has no franchise tax liability, not 
even the minimum tax liability. More- 
over, the mere fact that cash and se. 
curities are kept in New York state 
would not affect its status. To estab- 
lish its exempt status, an eligible cor- 
poration should file with the Corpora- 
tion Tax Bureau, Form 245 CT (Ac- 
tivities Report of Foreign Corporation 
Under Article 9A). Taxpayers who 
qualify for exemption and who have 
been paying franchise taxes in past 
years, should consider the filing of 
claims for refund. 


No Statutory Period of Limitation 
for Collection of Tax 

Under federal tax law, any taxes as- 
sessed must be collected within a period 
of six years from the date of its assess- 
ment which is not necessarily the date 
of filing. A failure to collect the tax 
within this six-year period results in 
the outlawing of such debt unless it 
has been previously reduced to judg- 
ment. There is, however, no comparable 
state provision. In fact, the Attorney 
General may at any time, at the re- 
quest of the State Tax Commission, in- 
stitute a suit for the collection of unpaid 
tax liabilities. Only recently, the writer 
was informed of several cases on the 
point involving the 1941 and 1942 state 
tax returns. After making partial pay- 
ment of their tax liabilities, the tax- 
payers were inducted into the armed 
services. In the war years, as was SO 
often the case, their families dispersed 
and the tax collection bureau was un- 
able to locate them. Now after a period 
of fifteen or sixteen years they are pre- 
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sented with a bill for unpaid taxes to- 
vether with accrued interest at the rate 
of six per cent. Even though the State 
is not requesting interest for the period 
that the taxpayers were in the armed 
services and for six months thereafter, 
the accrued interest in many cases ex- 
ceeds the actual tax liability. 


New York City Gross Receipts Tax 
When the United Piece Dye Works! 


case and its companion case, National 
Steel Corporation®, were decided, many 
tax practitioners felt that we now had a 
clear-cut answer as to the thorny prob- 
lem of liability for this tax. In recent 
months, however, several lower court 
decisions have gone far beyond the ra- 
tionale of these earlier cases. In the 
Whitehall? case, for example, all the 
activities of the taxpayer’s nationwide 
business were controlled from its New 
York City office. The court, in its 
opinion, pointed out that the New York 
office was used for corporate, financial, 


executive. administrative and similar 
purposes. Nevertheless, the court held 


that the activities of the taxpayer in its 
New York offices had no direct relation 
to the orders obtained in New York 
City. Their effect on the New York 
market were deemed to be “extremely 
indirect and remote.” 
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The Berkshire* case involved a firm 
in whose New York City offices were 
two vice-presidents, a clerical staff, and 
salesmen, totaling 95 employees in all. 
The bookkeeping and administrative ac- 
tivities were centered in New York City 
and orders were solicited and approved 
in New York City. Some goods, in 
fact, were shipped from independent 
contractors located in New York State 
but outside the City. Here also the 
court held that the firm’s activities in 
the City were incidental and related to 
its interstate operations. Apparently 
both courts felt that the sole test of 
liability for this tax is whether goods 
are stored in or shipped from New York 
City. The City authorities have filed an 
appeal in both cases. Because of their 
importance, the progress of these cases 
will be followed closely by tax prac- 
titioners. 

1. United Piece Dye Works v. Joseph, 282 
App. Div. 60 affd., 307 N. Y. 780 (1954), cert. 


den. 


2. National Steel Corporation v. Joseph, 283 
App. Div. 867 (1954). 


3. Whitehall Pharmacal Co. v. City of New 
York, New York Supreme Court Special Term 
Part 111, New York Law Journal, December 
10, 1957, page 6. 

1. Berkshire Fine Spinning Associates, Inc. 
v. City of New York, New York Supreme 
Court Special Term Part 111, New York Law 
Journal, June 13, 1957, page 6. 


513 








Accounting at the SEC 


Conducted by Louis H. Rappaport, C.P.A 


Manual Signatures on Certificates in Proxy Statements 


The SEC’s proxy regulation (which 
is known as Regulation X-14) requires 
that financial information be furnished 
to stockholders when certain matters 
are to be submitted to stockholders for 
a vote and proxies are to be solicited in 
that connection. Ordinarily these finan- 
cial statements must be certified by in- 
dependent public accountants. The fi- 
nancial statements and accountant’s 
certificate are included in a proxy state- 
ment which customarily is a printed 
document. 

The regulation requires that a pre- 
liminary copy of the proxy statement 
be submitted to the SEC for review, 
after which copies of the definitive 
proxy soliciting material must also be 
filed. The regulation does not require 
the accountant’s certificate in the proxy 
statement to be manually signed in any 
of the copies filed with the Commis- 
sion. None the less, the SEC’s memo- 
randum of comments (issued after it 
has examined the proxy material) in- 
variably requests the accountant to sign 
manually his certificate in one copy of 
the final proxy statement filed with the 
Commission. It may be interesting to 
inquire into the reason for this request 
for a manual signature. 





Louis H. Rappaport, C.P.A., a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 
SEC Accountinc Practice AND Pro- 
CEDURE. 
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In one case, an attorney was g'ven 
the job of preparing a proxy statement 
for use in connection with a meeting 
at which the common - stockholders 
would be asked to approve the authori- 
zation of a senior issue of securities. 
In these circumstances, the proxy state- 
ment had to contain certified financial 
information as of the close of the most 
recent fiscal year and for the three 
years then ended. 

It appeared to the lawyer that the 
required financial information was 
readily available in the company’s an- 
nual reports to stockholders. He there- 
fore concluded that he was competent 
to prepare the financial statements for 
the proxy statements. He prepared them 
after a fashion, and he also composed 
an accountant’s certificate—all of th’s 
without so much as communicating with 
the accountant. 

The financial statements were pre- 
pared in a thoroughly unprofessional 
manner. There were numerous errors 
of omission and commission. The SEC 
suspected that the accountant had never 
seen either his certificate in the prox) 
statement or the financial statements to 
which it related. The SEC’s letter of 
comment recited in detail and at length 
the apparent deficiencies in the financial 
information, all of which would have 
embarrassed the accountant if he had 
had a hand in their preparation. The 
SEC’s letter also said that the account- 
ant should manually sign h‘s certificate. 


(Continued on page 519) 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 


aspects of the administration of an accounting practice. 


Conducted by Max Brock, C.P.A. 


Termination of Accounting 
Partnerships 

This is the second half of a paper 
on the above subject presented by the 
Editor at the Middle Atlantic States 
Accounting Conference about a year 
ago. The first installment appeared in 
this Department in the June 1958 issue 
of the magazine. 


Disability Provisions 

This is an area that is characterized 
by a paucity of literature and by few 
references in partnership agreements. It 
is possible that in many instances there 
is an implied understanding that the 
issue will be met when, as, and if it 
arises and that there is no need for an 
advance agreement as to details. Per- 
sonal insurance may also be expected 
to provide the required protection 
against this hazard. 

There is justification, however, for 
an advance agreement in general terms 
providing for certain complete disability 





Max Bock, C.P.A. (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant’s Prac- 
lice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at The City College of New 
York in the graduate course on Ac- 
counting Practice. Mr. Block is a 
member of the firm of Anchin, Block 
& Anchin. 
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protection. Accountants are not im- 
mune to the common debilities, and in- 
equities could result from the lack of 
prior consideration. 


Premature Retirement Provision 

Permanent disability, occurring prior 
to the subject partner’s normal retire- 
ment date, may be treated as prema- 
ture retirement. On this premise the 
benefits could be patterned according 
to those for retirement for age, except 
that there would be a scaling down of 
amounts because of the reduced years 
of service. An adjustment may be made 
for disability benefits paid by insur- 
ance companies, to reduce the firm’s 
burdens. The carrying of such insur- 
ance, for which some state CPA so- 
cieties have group plans, should be man- 
datory for all partners in medium and 
small firms. 

The objective of this planning, 
plainly, is that no firm should permit 
a partner in good standing, who must 
withdraw because of conditions beyond 
his control, to be reduced to a state of 
acute economic distress. He should be 
spared the humiliation of soliciting 
help. The need should be avoided 
through prior agreement; otherwise it 
should be dealt with as soon as the 
possibility of its existence is suspected. 

There are several practical problems 
in dealing with the subject of dis- 
ability. One cannot always distinguish 
between permanent and temporary dis- 
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ability. Physical disabilities may be 
obvious but also can be of a progres- 
sive nature. Mental disability presents 
different problems in comprehension 
and definition. For these reasons the 
provisions must be somewhat arbitrary, 
with the expectation that the decisions 
of partners will be made in good faith. 


Provisions Relating to Illness 

Some partnership agreements have 
“illness compensation” provisions where- 
by a stricken partner cannot 
attend to his duties receives his full 
compensation for a period of perhaps 
six months to a year; part pay for a 
further period of six months to a year; 
and then, if there is no reasonable pros- 
pect of the partner’s resumption of ac- 
tivity within the foreseeable future, he 
may be considered fully disabled and 
his premature retirement becomes effec- 
tive. The final, unassailable decision 
should be with the remaining partners, 
but the opinion of a medical authority 
might perhaps be obtained to ensure the 
fullest equity. 

These provisions can vary 
widely. Some partners may carry one 
another indefinitely, particularly where 
the partners are relatives, or out of 
sentiments of the greatest loyalty. Where 
the affected partner was the dominant 
factor in the upbuilding of the firm, and 
is the senior partner, the partnership 
agreement very likely will have strong 
protective provisions for him. 


who 


most 


In those instances where partners 
have proprietary rights in a firm, their 
abstention from activity will not cut 
off their profit-sharing distributions. 
This arrangement may preclude a dis- 
ability benefit. 

There may be a written provision, or 
it may be an unwritten gentleman’s un- 
derstanding, that if a disabled partner 
is restored to a state where he can re- 
sume partial or full activity, he should 
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be given an opportunity to resume ac. 
tivity. 


Death Benefits 


Death benefits have the same humane 
and reward bases as retirement and 
disability allowances. Apart from the 
return of capital and personal account 
balances, something extra is due. That 
extra would represent consideration for 
everything left behind by the deceased 
partner, such as clients obtained for the 
firm; use of name in the firm’s title; 
contributions to the firm’s goodwill in 
the professional aud business worlds; 
and other valuable legacies. The pro- 
vision is a logical sequence to the retire- 
ment and disability provisions in an 
agreement, representing the last phase 
of the association. 


Death Benefit Provisions 


Death benefit provisions frequently 
resemble those applicable to short-term 
retirement allowances. Illustrations of 
such plans are the following: 

1. Capital account and other accounts 
payable to the partner are liquidated 
within specified periods which Jengthen 
in accordance with the total involved. 

2. Additional payments, representing 
goodwill or retroactive benefits, are 
made over periods up to 5 years, de- 
termined as follows: 

(a) An 
gross fees 
variations 

(b) An amount equal to one to 
three years’ earnings, or variations 
thereof. 

(c) Portion of weekly salary for 
three to five years. 

(d) Continuation of interest in the 
firm for a period of up to five years 
during which the widow or estate re- 
ceives the deceased partner's usual, 
or adjusted, profit share. 


amount equal to one years 
from partner's clients, or 
of this plan. 
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[It is understandable that the pay- 
ments will fluctuate widely in amount 
throughout the profession because of 
the diversity in the size, composition and 
earnings of firms. Within a firm, the 
benefits will vary according to the 
status of each partner and his length 
of service. A final in- 
fluencing the financial arrangements is 
the closeness of the partners and the 
strength of their desire to terminate 
a close relationship in a befitting man- 


consideration 


ner. 

Where lifetime pension plans are in 
effect, the death of a pensioner ordin- 
arily should call for only the payment 
of the balance due, if any, on the mini- 
mum guaranteed payments. Where no 
such guarantee is in eflect, the firm 
might, on its own cognizance, make 
some additional payment to a widow if 
her economic circumstances warrant it. 

The use of partnership life insurance 
is a very wise measure. It can be the 
source of funds for the payment of all 
or a substantial part of the amount due 
the deceased partner on all scores. 

When a partner’s interest is liqui- 
dated his share is divided up amongst 
the surviving partners in proportion to 
their interests. unless otherwise specifi- 
cally provided for. Moreover, the agree- 
ment might call for a commitment bind- 
ing the estate or widow to do every- 
thing necessary to effect the legal acqui- 
sition of the interest, and to permit the 
use of the individual’s name in the firm 
title, if that is the case. A_ protective 
clause covering multiple deaths within 
a prescribed time limit and providing 
extra time for payments in that event, 
would also be a practical measure. 
Income Tax Aspects of 

Terminations 

Both the capital account liquidation 
and the payment of benefits raise in- 
come tax questions involving procedures 
and consequences. 
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The initial question to be answered is 
the date of termination of an interest. 
To avoid undue pyramiding of income 
the partnership interest of a retired or 
deceased partner could be permitted to 
extend to the end of the firm’s fiscal 
year. 

Next, consideration should be given 
to the unreported income that may be 
included in the capital account valua- 
tion. If received all in one year, it may 
cause an unnecessary raising of income 
tax levels. A distribution over a period 
of several years, where large amounts 
are involved, might be advisable. In 
such instances, suitable financial guar- 
antees would be in order. 

Finally, and of great importance, is 
the classification of the character of the 
extra payments. Dependent thereon, in- 
come could be of a capital gain or ordi- 
nary nature, with important tax con- 
sequences to the firm. The fact that 
retirement payments could be deducti- 
ble is a potent argument for them, and 
for generous consideration. 

Payments to a partly or fully retired 
partner may be deductible by the firm 
if the partner is serving the firm on a 
part-time or as-needed basis. Even if 
he is not serving the firm as a consult- 
ant, retirement payments may be de- 
ductible under the 1954 Code if not 
considered as payment for goodwill or 
the purchase of clients, but for past 
services. 

Similarly, payments made on account 
of the death of a partner, in excess of 
the capital account, must be character- 
ized. If they represent the purchase of 
goodwill or clients, the firm could not 
deduct such payments and the proceeds 
would be capital gains to the recipient. 
If they are described in the agreement 
as consideration for past services, the 
payments would be deductible and the 
income would be ordinary taxable in- 
come. 
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Problems in Valuation of Capital 

Accounts 

For the purpose of liquidating a part- 
ner’s interest, the firm’s balance sheet, 
drawn up for that determination, should 
be on an accrual basis. If the firm’s 
records are on an accrual basis the 
problem of valuation is reduced. How- 
ever, the records of many firms are 
kept on a cash basis and in such in- 
stances accruals must be calculated. 

Two balance sheet items may present 
a challenge, namely, uncollected fees 
and work in process and unbilled. 

With respect to uncollected fees, there 
arises the question of collectibility. As 
we would recommend to clients, it is 
only necessary to set up a reserve if 
that can be fairly determined, or to 
make payments on a “when-collected” 
basis. 

However, the work in process item 
can be more difficult because it may, 
in part, deal with contingent situations. 
Work in process will include some rou- 
tine audit services which have not been 
completed and billed. In that event, the 
accrued income could be apportioned 
according to the completion — stage. 
Whether the valuation should be at cost, 
or at billable values, is a question that 
should be settled in advance. A formula 
that would be fair to both sides is one 
that fixes the valuation at a median 
point, half way between cost and bill- 
able value. 

As to special matters, some of which 
may never be billed and others that 
may result in large fees, the treatment 
must be practical and somewhat arbi- 
trary to avoid undue bickering and long 
drawn-out procedures. Only such spe- 
cial matters as have actually been 
started might be considered. These 
matters should be listed with the fol- 
lowing explanatory data, as a minimum: 
Nature of engagement; time spent on 


engagement; estimated time for com- 
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pletion (if possible to estimate) ; costs 
incurred to date; additional costs to be 
incurred (if possible to estimate) ; esti. 
mated fee less collections to date; part. 
ner in charge of matter, or partner who 
is to complete matter. 

Wherever possible an agreement 
should be reached as to the valuation of 
such services at the earliest opportun. 
ity. If large matters are not involved, 
an immediate disposition should be 
made and the judgment of the partners 
handling the matters should be final and 
incontestable. To avoid a serious in- 
equity the settlement of a sizeable mat. 
ter might be postponed until concluded 
and the fee has been collected. In that 
event, the firm’s judgment on the por- 
tion payable to a former partner should 
also be final and incontestable. 

Additional material regarding the 
foregoing and other phases of account 
ants’ partnership relations will be found 
in Charles S. Rockey’s book “Account. 
ant’s Office Manual”. 


Printed Statement Forms 
Found Helpful 


One of this Department’s stalwart 
contributors, Irving Klubok of Beverly 
Hills, sent us a copy of printed “box 
type” statement forms that he is using 
and finds very helpful in many in 
stances. Here are his accompanying 
remarks: 

Enclosed herewith is a sample of our new 
statement form for the presentation of finan- 
cial statements to clients. You will note that 
by printing and by using the box technique 
mentioned in the new book on “Accounting 
Reports to Management” recently published, 
we have virtually eliminated judgment on the 
part of the statistical typist. The uniformity 
which results for companies who can use this 
type of statement is tremendously gratifying 
and the finished product is immensely supe- 
rior to the ordinary typed statement. In 
effect, we are using the well-known technique 
of the factory jig. 

Our men have also found this type of state: 
ment very easy to work with and my best 
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estimate of the time saved is between 15 and 
95 per cent in the preparation of the state- 
ment. 

The balance sheet form comprises two 
printed sections of equal size—assets 
and liabilities. The asset section contains 
three segments, ruled as rectangular 
boxes, providing for current assets, 
and equipment and_ other 
assets. In addition, the current 
section has three ruled columns, and 
the others two each. The liability section 
also contains three ruled segments, for 
current liabilities, other liabilities, and 
capital, and each has two ruled columns. 


property 
asset 


The statement and segment captions are 
printed; everything else is typed in. 
On the same principle, the operating 
statement is a printed frame, with seg- 
ments sectioned off horizontally for sales, 
direct costs, operating expenses, deduc- 
tions, and net income. There is a double 
column arrangement, each including col- 
umns for amount and _ percentage, 
thereby fitting the form for a compara- 
tive statement. 
If translucent paper is used these 
statements can be reproduced speedily 


by the diazo process. 


Accounting at the SEC 


(Continued from page 514) 


At this point the lawyer realized that 
he had pulled a “bull” and told the ac- 
countant what had happened. When 
the accountant cooled off, the first thing 
he did was to phone the SEC. He 
wanted the accounting staff of the Com- 
mission to know that this was his first 
knowledge of the proxy statement, and 
that he had had nothing to do with the 
preparation of the financial statements 
in the initial filing or with the prepara- 
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tion of the certificate. The SEC repre- 
sentative said that he suspected as much, 
and that that was why their letter 
asked for the manual signature. In that 
way they knew that this matter would 
have to come to the accountant’s atten- 
tion. 


When the SEC asks for your manual 


signature in a proxy statement, remem- 
ber—it’s partly for your own protection. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 


Unemployment Insurance Claims 
Filed During Vacation Periods 


Accountants should instruct their cli- 
ents to answer promptly the L.O.12 
wage and employment information re- 
ports received during vacation shutdown 
periods. Failure to within 7 
days of the mailing date stamped on the 
report will result in the imposition of a 
$10 penalty. 


answer 


Benefit claims made by employees 
during vacation periods have been the 
subject of a sweeping change in the 
Unemployment Insurance Law which be- 
came effective March 26, 1958. A defi- 
nition is set forth in the law as to what 
constitutes a vacation period for unem- 
ployment insurance benefit purposes. A 
worker who is substantially fully em- 
ployed in the week before and in the 
week after a vacation period shutdown 
cannot receive unemployment insurance 
for any part of the shutdown period for 
which he receives vacation pay from the 
employer, even if the payment is a 
bonus for past services. 





SAMUEL S. Ress, an associate member 
of our Society since 1936, is a mem ber 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society’s 
Committee on New York State Taxation 
and Chairman of its Subcommittee on 
Unemployment Insurance. 
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This provision has the effect of over: 
riding earlier decisions 
which have held that vacation payments 
guaranteed by contract without regard 
to an actual vacation period are actually 
bonuses for past services. Workers en- 
titled to such payments were formerly 
deemed laid off during vacation shut 
downs and were able to collect unem- 
ployment insurance benefits during such 
periods if otherwise eligible and avail- 
able for work. 


some court 


Another change in the law provides 
that union consent to a vacation shut- 
down is no longer reason in itself for 
denying benefits to a worker who re- 
ceives no vacation pay and is ready, 
willing and physically able to work dur- 
ing the vacation period shutdown. In 
line with the new principles new in the 
law, the Division of Employment of the 
New York State Department of Labor 
has issued a policy statement, reprinted 
below, which applies the various new 
provisions of the law relating to unem- 
ployment insurance claims filed during 
vacation periods. Accountants should 
become familiar with these provisions 
of the statement in deciding whether or 
not to contest benefit claims made dur- 
ing vacation periods so as to protect 
the client’s unemployment insurance tax 
rate from excessive charges. 

STATEMENT ISSUED BY N. Y. STATE 

DEPARTMENT OF LABOR 

Under any circumstances, to be eligi- 

ble for benefits, a claimant must be un- 


employed, must be ready, willing and 
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Payroll Tax Notes 


able to work and must be making ap- 
propriate efforts to find work. 


|. If operations continue and vaca- 
tions are staggered on an individual 
hasis. No worker who takes a vaca- 
tion on an individual basis is entitled 
to benefits. If he is taking vacation with 
pay, he is still employed; if he is tak- 
ing an unpaid vacation, he has volun- 
tarily withdrawn from the labor market 
and is not available for employment. 


2. If operations are shut down for 
no longer than a specified vacation 
period. 

(a) A worker who receives vacation 
pay from his employer is not entitled 
to benefits, even if the payment is a 
bonus for past services. (Court and 
Unemployment Insurance Appeal Board 
decisions which were guiding until the 
change in the Law held that vacation 
payments guaranteed by contract with- 
out regard to an actual vacation period 
were actually bonuses for past services 
and that workers entitled to such pay- 
ments were on unpaid layoff during 
vacation shutdowns and 
to benefits if they were available for 
work, ) 


were entitled 


(b) A worker who receives no vaca- 
tion pay from his employer is entitled 
to benefits during the vacation period 
if he is available for work. 

(ce) A worker who receives partial 
vacation pay from his employer is en- 
titled to benefits for the unpaid part 
of the vacation period, if he is available 
for work. 


3. If operations are shut down (or 
individual workers are unemployed) 
jor longer than the vacation period. 
All affected workers who were not sub- 
stantially fully-employed in the week 
before or in the week after a vacation 
period may claim benefits during the 
vacation period if they are available for 
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other work, even if they receive vaca- 
tion pay. 

4. Exceptions: 

(a) If a unemployed 
because of a tapering-off in the em- 
ployer’s operations in the week before 
or a gradual resumption in the week 
after the vacation period which is due 
solely to the vacation shutdown, (e.g., 
banking of furnaces, sequence of op- 
erations, etc.) but performs some work 
in that week, he is ineligible for bene- 
fits for those days during the vacation 
period for which he receives vacation 
pay. 

(b) If the workers are given ad- 
vance, written notice of a shutdown for 
inventory-taking which lasts no longer 
than the week before or the week after 
a vacation shutdown, the inventory week 
is treated as an extension of the vaca- 
tion period. The test of being substan- 
tially fully-employed is then applied to 


worker is 


the weeks immediately preceding and 
following the period of vacation plus 
inventory-taking. 

(c) If a worker is not available to 
do whatever work the employer may 
have for him in the week before and 
the week after a vacation (or vacation 
plus inventory) shutdown, he will be 
considered “employed” during the pe- 
riod of unavailability for purposes of 
evaluating his benefit rights during the 
vacation shutdown. 


New York Unemployed Now 
Eligible For 39 Weeks Of Benefits 


Under the temporary program en- 
acted by the Federal government in 


June 1958, which followed an enabling 
act of the New York State Legislature 
reported in the May 1958 issue of this 
Department, the maximum period for 
which unemployed eligible benefit claim- 
ants may receive benefits has been ex- 
tended from 26 to 39 weeks a year. 
Under the new program the payment of 
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benefits for the extended period begins 
June 23, 1958. Claimants who have 
heretofore exhausted their benefits for 
the current benefit year will now be- 
come eligible for an additional 13 weeks 
of benefits. The new federal statute pro- 
vides that the funds for the payment of 
the additional benefits shall be provided 
by an increase either in the federal 
unemployment tax rate (which is pres- 
ently fixed at 3 per cent of taxable pay- 
roll less a 90 per cent credit for taxes 
paid into the state unemployment insur- 
ance fund by the employer either in 
cash or by way of merit rating credit), 
or by the individual states’ assuming the 
burden directly out of their regular 
unemployment insurance funds. 
Regardless of which method is fol- 
lowed, individual employers will have 
their total cash unemployment insur- 
ance tax cost increased by this addi- 
tional provision for more benefits. If 
the State of New York assumes the bur- 
den of providing for these benefits then 
higher unemployment insurance tax 
rates will be fixed for merit rating pur- 
poses by the New York Division of 
Employment. If the State Legislature 
chooses to do so, the Federal Govern- 
ment may be directed to raise the fed- 
-eral unemployment insurance tax rate 
imposed on covered employers in New 
York State so that the net rate will be 
greater than the present .3 per cent. 


New Definition of Exempt Pro- 
fessional Employees Under Fair 
Labor Standards Act Proposed 


An amendment has been proposed to 
Sections 541.1, 541.2, and 541.3 of the 
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regulations contained in Subchapter 4} 


of Chapter V, Title 29, relating to the 
exemption from the minimum wage and 
overtime pay requirements of Section 





13(a) (1) of the Fair Labor Standards 
Act. The proposed amendment was pub. 
licized on April 5, 1958 and interested 
persons were given 30 days from that | 
date within which to suggest proposals | 
relative to the proposed amendments, 
These amendments affect public account. 
ing firms directly as well as their clients, 
Under the amendment to the present 
regulation, to be considered exempt 
from the overtime pay provisions of the 
wage and hour law, the professional or 
administrative employee must be con: 
pensated for his services on a salary or 
fee basis at a rate of not less than $95 
a week instead of the present $75 per 
week minimum figure, and must also 
comply with the other requirements se! 
forth in the regulations. The exempt 
executive employee must be paid a 
minimum salary of $80 a week instead 
of the present $55 per week figure. 


The proposed amendment further pro- 
vides that if the executive, administra- 
tive or professional employee is paid al 
a rate of not less than $125 per week 
instead of the present $100 per week 
figure, such employee shall be exempt 
from the overtime provisions of the law 
regardless of the amount of time he 
spends in non-exempt work so long as 
his primary duties and work are in 
the executive, administrative or pro 
fessional category as defined in the 
regulations. The present 20 per cenl 
test on non-exempt work will not be 
applicable. 
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Federal Income Taxation 


Decisions and Rulings 


Commentary 


— Ricuarp S. HEtstein, C.P.A. 


— Committee on Federal Taxation 


Chairman, Don J. Summa, C.P.A. 


Decisions and Rulings 


Dividend or “Boot”? 


In an interesting decision involving 
Sections 112(b) (5) and 112(c) of the 
1939 Code (which would be equally ap- 
plicable to Section 351(a) and (b) of 
the 1954 Code), the 6th Circuit Court 
of Appeals held that a payment to stock- 
holders of a corporation represented 
“boot” taxable at capital gain rates 
rather than a dividend taxable as ordi- 
nary income. 

The stockholders of a corporation had 
transferred their interests in it to a new 
corporation in a transaction which was 
tax free under Section 112(b) (5) (and 
would have been tax free under Section 
351(a)). The amounts of stock and se- 


curities of the new corporation received. 


in exchange were predicated upon what 
was believed to be net book value of the 
old company’s assets as of the date of 
the transaction. This figure was subject 
to audit, and it was agreed that any 
variation would be adjusted upon such 
audit. The audit, which did not take 
place until four years after the trans- 
action, revealed that the value of the 
assets had been substantially under- 
stated, and the old corporation, which 
was operating as a wholly owned sub- 
sidiary of the new corporation, made 
distributions of the excess in cash. At 
the time of the payments, the old cor- 
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poration had earnings and profits ex- 
ceeding the amount of the payment. 

The District Court had ruled, in a 
summary judgment, that the distribution 
was a dividend. The Circuit Court re- 
verses, holding that the distribution in 
1951 was part of the original transaction 
and constituted “boot” under Section 
112(c)(1) LR.C. 1939 (similar to 
Section 351(b) I.R.C. 1954). 

No mention was made of the fact that 
the distribution was made by the old 
corporation rather than the acquiring 
corporation. In fact the Court disting- 
uished Fulton’s Executors v. Com., 
(D. C. Cir. 1931, 49 F(2d) 436) be- 
cause in that case “the excess assets 
never came under control of the new 
corporation, but were transferred to 
trustees for distribution to the stock- 
holders.” (Davis et al v. U. S., CA-6, 
5/12/58.) 

It appears to be a very close question, 
since a similar cash distribution by the 
old corporation at the time of the trans- 
action would undoubtedly have been 
considered a dividend. (See Com. v. 
Bedford Estate, 1945, 325 U.S. 283.) 
Interpretation of “Claim of 

Right” Section 

Section 1341, the “Claim of Right” 
section was inserted in the 1954 Code to 
avoid certain inequities and relieve cer- 
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tain hardships to taxpayers with respect 
to income received, to which it appeared, 
at the time, the taxpayer had an un- 
restricted claim, but which had to be 
repaid (or, in the case of an accrual 
basis taxpayer, was not received) in a 
subsequent year. (See Senate Report 
No. 1622, 83rd Cong. 2nd Sess. pp. 118 
and 451.) 

Under the 1939 Code, the taxpayer 
was entitled to a deduction only in the 
year of repayment (U.S. v. Ellis R. 
Lewis (1951) 340 U.S. 590), which in 
many cases reacted to the taxpayer’s 
disadvantage where, for example, in 
the year of receipt the taxpayer was in 
a much higher tax bracket than in the 
year of repayment, or where the repay- 
ment constituted a capital loss from 
which the taxpayer could gain no ad- 











































vantage. 

Under the new section, the taxpayer is 
entitled to apply the deduction for re- 
payment to the year of apparent “claim 
of right” or the year of enlightenment, 
whichever produces the lesser tax, if the 
deduction exceeds $3,000. 

However, as in all “relief” provisions, 
the wording must be strictly interpreted. 
This is made evident in a recent ruling 
covering the prepayment provisions of 
a note. At the close of an escrow agree- 
ment arising from the sale of property, 
the purchaser prepaid ten years interest 
on a note subject to agreement that upon 
prepayment of any part of the principal. 
credit would be given for the applicable 
portion of the prepaid interest. The 
prepaid interest was reportable in the 
year of receipt by the taxpayer. How- 
ever. since, in the year of receipt, the 
taxpayer actually was entitled to the 
interest, and the credit was determined 
by subsequent events in a succeeding 
year, Section 1341 does not apply. It 
only applies where it appeared that the 
unrestricted right existed in the year 
of receipt (Sec. 1341(a)(1)), and the 
error of such assumption was established 


524 


Federal Income Taxation 





in a succeeding taxable year (Se 
1341(a)(2)). In the case covered } 
the ruling, there was no error as to | 








taxpayer's right to the prepaid interes 
in the year in which the escrow was 
closed (Rev. Rul. 58-226, IRB 1958.99, 
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Tips as Wages 

Some states have minimum wage laws. | 
and employers doing business in those | 
states may be granted an allowance, on 
account of gratuities received by an em. 
ployee, against the minimum cash wages 
required to be paid said employee under 
the state law. In order to obtain this 
allowance. the employer must obtain 
from the employees an accounting of 
gratuities received. 

The Commissioner has ruled that this 
situation “fixes a definite relationship 
between the gratuities received by the 
employee and the compensation to be 
paid by the employer to the employee.” 
Thus, the Commissioner reasons, the 
tips received constitute additional wages, 
and must be taken into account for 
purposes of the Federal Insurance Con- 
tributions Act (F.I.C.A.), the Federal 
Unemployment Tax Act, and the Col: 
lection of Income Tax at Source on 
Wages. (Rev. Rul. 58-168, IRB 1958-16, 
39.) 


Deduction of Expenses 

In a most interesting ruling. the Com- 
missioner has taken the position that 
where an individual taxpayer has paid 
appraisal fees to determine the amount 
of a deductible casualty loss due to sub- 
soil shrinkage during a drought (see 
Rev. Rul. 54-85, 54-1 C.B.58), such 
fees are expenses incurred in connection 
with the determination of liability for 
taxes. and are deductible under Section 
212(3) IRC 1954, and Regs., Sec. 
1-212-1(8). (Rev. Rul. 58-180, IRB 
1958-17, 14.) 

The ruling raises many intriguing 
possibilities: Are legal fees incurred to 
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establish the uncollectability of a non- 
business bad debt separately deductible ? 
Are appraisal fees for valuation of a 
contribution of property to a tax-exempt 
institution separable, and not subject to 
the limitation on contributions? Are 
lecal fees in connection with state or 
municipal tax assessments deductible? 

It is interesting, in this connection, to 
refer to a recent case (U.S. v. Pate et al 
Exrs, CA-10, 4/9/58) in which attor- 
nev’s fees incurred in litigation to re- 
cover damages in a negligence suit were 
considered separable from the amount 
recovered. In this case, the taxpayer's 
rental property (a business building) 
was destroyed by fire. The taxpayer 
successfully sued for negligence and re- 
covered an amount considerably in ex- 
cess of her basis for the property. The 
excess, reduced by the amount of the 
attorney's fees involved, was reported 
as capital gain. Subsequently the tax- 
payer filed a claim for refund, treating 
the legal fees as an ordinary deduction. 
The Court of Appeals, in affirming the 
District Court, stated that this was a 
case of first impression, and that since 
it did not fall within the decisions which 
have held expenses to be capital expendi- 
tures!, it was within the ambit of cases 
which held that legal fees incurred in 
connection with business property”, or 


in conservation of income-producing ° 


nonbusiness property® were deductible 
as ordinary and necessary expenses. 
New Regulations on Procedure 

and Administration 

The Internal Revenue Service has 
issued, in booklet form, the new and 
revised “Regulations on Procedure and 
Administration” under IRC 1954. It is 
Publication No. 418-1(2-58) and may 
be obtained for 65 cents from the Super- 
intendent of Documents, U. S. Govern- 
ment Printing Office, Washington 25, 
D.C. The pamphlet is most useful since 
the regulations therein are keyed to the 
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provisions of the 1954 Internal Revenue 
Code which they interpret. 
The Macy Case 

The Court of Appeals for the Second 
Circuit has truly “protected the reve- 
nue” by reversing the District Court and 
denying the R. H. Macy and associated 
companies claims for refund. Ruling 
that the taxpayer’s excuse for not mak- 
ing timely election to use LIFO (be- 
cause of the Commissioner’s position 
that such inventory valuation method 
was not available to users of the “retail 
method”) evokes sympathy but is in- 
valid, since “ .. . Macy, if it chose to 
avail itself of the LIFO method for the 
fiscal year 1942, had to file its applica- 
tion at the time and in the manner 
prescribed by the Commissioner . . . on 
or before March 10, 1943”, and“... 
Macy failed to meet this requirement.” 
(Macy did not make its election until 
1948, following the Hutzler Bros. v. 
Com. (8TC 14, 1947) decision that 
department stores using the “retail 
method” could use LIFO.) It points out 
that were it to support Macy in this 
action. that taxpayer would have had 
the benefit of six years’ hindsight in 
deciding whether to elect to use LIFO 
for 1942, which was not available to 
those taxpayers which made timely elec- 
tions. (R. H. Macy & Co., Inc. et al v. 
U.S; CA.-2, §/12/58. 


ings which were involuntary conversions: 
Isaac G. Johnson & Co. v. U. S., 149 F 
(2d) 851 (CA-2, 1945); commissions paid 
on sale of securities by one who is not a 
dealer: Helvering v. Winmill, 1938, 305 U. S. 
79; Higgins v. Com., 1941, 312 U. S. 212; 
Spreckels v. Com., 1942, 315 U. S. 626; 
legal expenses involved in defending title 
to property: Bowers v. Lumpkin (CA-4, 1944) 
140 F (2d) 927, cert. den. 322 U. S. 755). 

2 Kornhauser v. U. S., 1928, 276 U. S. 145; 
Alexander Sprunt & Son v. Com. (CA-4, 
1933), 64 F (2d) 424: Rassenfors v. Com. 
(CA-7, 1947), 158 F (2d) 764. 

3 Trust of Bingham vy. Com., 1945, 325 
U. S. 365: Naylor v. Com. (CA-5, 1953), 203 
F (2d) 346: Heller v. Com. (CA-9, 1945), 
147 F (2d) 376. 
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Commentary 


Amortization of Premium on 

U. S. Government Bonds 

Since capital loss carryovers or short- 
term capital losses offset long-term capi- 
tal gains, taxpayers now seek ways of 
converting the capital loss into an ordi- 
nary deduction. One interesting possi- 
bility along this line has come to light 
recently. 
budgetary problems, 
S. Government 


Because of 
holders of maturing U. 
bonds are generally given the option by 
the Treasury Department to exchange 
such bonds for new issues. In today’s 
strong U. S. Government bond market, 
the fact that such an exchange offer will 
probably be forthcoming has resulted in 
a strange situation. U. S. bonds matur- 
ing very shortly still sell at a premium. 
For example, bonds due on June 15th 
were selling at 8-10/32 above par a 
month before the maturity date. 

It would seem that there is no reason 
why taxpayers buying such bonds at a 
premium may not claim that premium 
as an amortization deduction under Sec- 
tion 171 of the Internal Revenue Code. 
This should be so even under the pro- 
posed revision to Section 171 in the 
Technical Amendments Bill of 1958 
which requires amortization to maturity 
rather than to a call date. As a result of 
claiming amortization of the premium 
paid, the basis of the bonds will be re- 
duced to par. If, at maturity, the ma- 
turing bonds are exchanged for the new 
issue, a taxable exchange takes place. 
The premium paid for the old bonds 
resulted from the judgment of the mar- 
ket place that the new bonds, when is- 
sued, would be selling at at least the 
same premium. If this expectation is 
borne out, the new bonds received in the 
exchange will be worth at least as much 
as par plus the premium paid for the old 
bonds. The taxpayer will, in that event, 


526 





have a short-term capital gain on the 
exchange (unless he is a bond dealer, 
and has not segregated the bonds for iy. 
vestment). This short-term gain * 
be offset by the capital loss carryoyer| 
or short-term loss otherwise chargeabk 
against long-term gains. In_ effec, 
therefore, the taxpayer has converted the 
capital loss into an ordinary amortiza- 
tion deduction. 

The same rule is probably not ap- 
plicable however with respect to such 
bonds bought after the announcement 
of the offer of exchange. Section 17] 
provides that “in no case shall the 
amount of bond premium on a con 
vertible bond include any amount attr- 
butable to the conversion features of 
the bond.” This provision was added 
to the Internal Revenue Code as a result 
of a Supreme Court decision which per- 
mitted amortization of premium on 
bonds convertible into common. stock. 
The premium on such bonds can be 
quite substantial, and can be attributable 
primarily to the right to convert them 
into the stock. When the amendment 
was passed, the situation herein dis 
cussed was certainly not foreseen. Never 
theless, after the official exchange offer 
is made, the Government bonds are ex- 
changeable and the premium is attri- 
butable to this feature. The Treasury 
would probably argue, with considerable 
justification, that the terms “exchange: 
able” and “convertible” are synonomous 
for the purpose of the exclusion in Sec: 
tion 171, with the resulting disallow: 
ance of the deduction. 
However, this argument is not available 
to the Treasury prior to the time that 
the exchange offer becomes oflicial and, 
as stated above, the premium on such 
bonds purchased before publication of 
the exchange offer should be deductible. 
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Federal Income Taxation 


Research and Experimental 

Expenditures 

Generally, when we think of research 
and experimental expenditures we think 
of large companies in certain industries 
who carry on more or less regular re- 
search programs. This type of expense, 
however, can be incurred by many small 
businesses. both corporate and individ- 
ual, as a recurring item or in connection 
with special projects which might arise 
infrequently. In the 
payer has the right under Section 174 
io adopt the method of deducting such 
expenditures in the year incurred or to 
elect to amortize them over a period of 
at least sixty months beginning with the 
time when the research begins to be pro- 
ductive. Once the choice has been made, 
however. the same method must be fol- 
lowed for future years. 


either case, tax- 


An interesting point is that the tax- 
payer may request permission of the 
Commissioner to expense or defer re- 
earch and experimental expenditures 
lor a particular project after having 
adopted the other method on prior pro- 
jects. This could prove quite help- 
of a company which 
may be showing losses for some other 
reason. In such cases, it might be well 
to amortize the expenses in connection 
with a particular project (assuming the 


ful in the case 


expense method had previously been 
dopted) if there is no immediate tax 
benefit to be derived from deducting the 
The 
ould then provide a tax benefit in later 
profitable years. The taxpayer would 
ontinue to deduct currently expenses in 


expenses currently. amortization 


onnection with other projects begun in 
aler years. 

Revenue Ruling 58-74, recently  is- 
‘ued, points up the importance of treat- 
ig all expenses in the same way in the 
ear in which the election is made. For 
‘sample, if expenses are deducted cur- 
rently, care should be taken that all ex- 
enses are included. If any of these ex- 
btses are deferred, inadvertently or 
1958 





otherwise, the ruling indicates that they 
will not be allowable as deductions in 
later years. Moreover, the statute of 
limitations might bar the deduction in 
the year incurred. 

Avoiding the Personal Holding 

Company Tax 

A corporation was planning to sell all 
its then-existing operating assets except 
real estate. The purchaser would 
then lease the real estate for an annual 
rental of $50,000. While waiting to enter 
another business, which it was contem- 
plated would take two to three years to 
establish, the corporation planned to 
invest all its proceeds from the sale of 
its old business in marketable securities. 
It was necessary for the corporation to 
retain its income thus earned in order to 
have the maximum amount of funds 
available to enter the new business. The 
corporation was owned by one stock- 
holder, and if it were to proceed with 
the contemplated investments, it would 
be subject to the personal holding com- 
pany tax. 

The Internal Revenue Code provides 
in general that a corporation will be a 
personal holding company if fifty per 
cent or more of the value of its stock 
is owned by five or fewer stockholders, 
and at least eighty per cent of its gross 


its 


_income for the taxable year is personal 


holding company income. Such _per- 
sonal holding company income includes 
rental income except where it represents 
50 per cent or more of the total gross 
income. 

In order to avoid the personal hold- 
ing company provisions of the Code, it 
was decided to invest only that portion 
of the proceeds received from the sale 
of the old business, in stocks and bonds 
which yielded taxable income of less 
than $50,000. The remainder was in- 
vested in tax-free municipal bonds. In 
this way, the rental income of $50,000 
exceeded 50 per cent of the total tax- 
able gross income, and the corporation 
was not then subject to the personal 
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Federal Income Taxation 


holding provisions of the 
Code. 

The detrimental aspects of such pro- 
cedure are a slight reduction in the net 
return total and the 
conversion of tax-free in the 
hands of the corporation into taxable 


income when ultimately distributed to 


company 


on investments, 


income 


filing of a consolidated return 
parent for the year of disposition, 
this consent is signed, and, if for ay 
reason whatsoever the parent decides 
wants to file a consolidated return fy 
the year of disposition of the subsidj 


ary, it obviously can do so. If the coy 


sent form is not signed the parent ma 


be precluded from filing a consolidate 
return. Certainly it cannot do so 

less consolidated returns were filed 
Even then it prob 


the stockholders. In instances. 
the advantage of avoiding the personal 


holding company tax may more than 


many 


the preceding year. 
ably cannot do so if it acquires a ne 
subsidiary during the year. since 
corporation would then have a ne 
election consolidate. It might 
impossible for the parent company t 
exercise its election if it is unable 
obtain consents from subsidiarie 
because their stock has been sold. 


offset these disadvantages. 


Procedure in Selling a Subsidiary 
Whenever a corporation disposes of 
a subsidiary company in which it owns to 
more than 80 per cent of the stock, it 
is highly desirable before such dispo- 
sition is effected to have the appropriate 
officers sign a consent to join in the 
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On Starting a Practice 


Many of our members have within them that “divine discontent” chal- 
to While the 


possibilities intrigue them, some justify delaying a start because they require 


lenging them establish their own professional practices. 
more capital and because of the varied experience that they are obtaining. 
Others who have left public work are afraid that, having been away from 
practice for some years, they may not have the ability and experience 
necessary to be successful in their own practice. And so they too continue 
along, reappraising the opportunities in public accounting and comparing 
them with their own circumstances. 

Personal characteristics required by a student entering chartered 
accountancy include a good mind, integrity, stability of character and tem- 
perament, a determination to improve, and a desire to recognize opportuni- 
ties and achieve his greatest possible degree of success. Some of these 
characteristics are particularly important to the chartered accountant con- 
sidering establishing his own practice. 

He must have pride in his performance, the type of pride that caused 
the ancient Greeks to finish their marble building blocks on the unseen 
inside surfaces to a high degree of perfection. The reputation of an auditor 
developing a practice is judged eventually according to his underlying 
work which only comes under scrutiny when inquiries are made by the taxa- 
tion authorities, interested bankers, or inquisitive clients. 

He must express himself well orally and in writing. Basically he is 
selling intangibles—knowledge and ideas. He must have the power of im- 
parting these intangibles to the public, and the tact, diplomacy and under- 
standing of human nature necessary to bring his clients to his way of 
thinking. He must be self-reliant, self-disciplined, and have the determina- 
tion to struggle through many discouragements. 

An Editorial, “On Starting A Practice,” 
Tue CANADIAN Cuarterep Accountant, March 1958 
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